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A SYMPOSIUM ON 
THE SECURITIES AND EXCHANGE COMMISSION 


DEDICATION 


During the first twenty-five years of its existence the Securities and 
Exchange Commission has rendered outstanding service to the people of 
the United States. Its work has played a major role in restoring and 
maintaining public confidence in corporate securities. This confidence, 
evidenced by the broadest public investment participation in our history, 
has resulted in a strong and expanding national economy. Today, few 
responsible critics of the Commission would deny that the agency is 
necessary to the maintenance of a free, competitive, private enterprise 
system through its work in supervising capital markets and protecting 
investors. —The Commission’s record is a tribute to the sagacity of the 
drafters and proponents of its basic statutes and to the dedicated personnel 
who have administered and enforced the legislation. 

The editors of The George Washington Law Review feel it is most 
appropriate to commemorate the Silver Anniversary of the Securities and 
Exchange Commission by dedicating this issue to the Commission and its 
present and former members and employees, whose devoted and highly 
competent public service has never received the full measure of recogni- 
tion it so richly deserves. 

The Review hopes that this Commemorative Symposium, like its pred- 
ecessors on the Interstate Commerce Commission, Federal Trade Com- 
mission and Federal Power Commission will aid the legal profession and 
students of public law and administration in understanding the work of 
these important government agencies and the legislation they administer. 

The Review wishes to express its gratitude to the Commission and the 
many persons who have cooperated in the preparation of this Symposium. 
The splendid contributions of the Honorable Edward N. Gadsby, Chair- 
man of the Commission and the Honorable Andrew Downey Orrick, 
Commissioner and the other distinguished lawyers and officials who have 
given generously of their limited time to prepare articles for this issue 
are deeply appreciated. The Review owes particular gratitude to Mr. 
Manuel F. Cohen, Adviser to the Commission, and Lecturer in Law at 
the George Washington University Law School, who rendered valuable, 
informed advice and guidance in every stage of the planning and prepara- 
tion of this Commemorative Symposium. 


Aan D. Hutcuison Gen E. WEstTOoN 
Editor-in-Chief Faculty Editor 
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FOREWORD 


The philosophy of the Securities Act of 19331 was expressed by 
Franklin D. Roosevelt in his message of March 29, 1933: 

“This proposal adds to the ancient rule of caveat emptor, the 
further doctrine ‘let the seller also beware.’ It puts the burden of 
telling the whole truth on the seller.” ? 

This was a restatement of the earlier creed of Brandeis that members 
of the financial oligarchy handling “other people’s money” are 
trustees.* The act in the form of its original enactment was no model 
of draftsmanship. But it was sound at heart, and after a few amend- 
ments in 1934* it became a workable statute. 

The agency that first administered the Securities Act was the Fed- 
eral Trade Commission. In 1934 when the Securities Exchange Act*® 
was enacted, the administration of the two statutes was entrusted to 
the newly created Securities and Exchange Commission. Dean James 
M. Landis of Harvard Law School and George C. Mathews, both 
members of the Federal Trade Commission, became members of the 
new Commission. Robert E. Healy, who had been Chief Counsel of 
the Federal Trade Commission and author of the eighty-four volume 
report to Congress on the sins of the electric and gas utilities,* was 
named Commissioner. So was J. D. Ross, a public power advocate 
from Seattle. Joseph P. Kennedy, later Chairman of the Maritime 
Commission and Ambassador to England, became the first Chairman. 

Section 211 of the 1934 act authorized and directed the Commis- 
sion to make a study and investigation of “the work, activities, per- 
sonnel, and functions of protective and reorganization committees.” 
Mr. Kennedy brought me to Washington, D. C. to head that work. 


148 Stat. 74 (1933), as amended, 15 U.S.C. §§ 77a-aa (1958). 
2 H.R.Rep. No. 85, 73d Cong., Ist Sess. 2 (1933). 

3 BRANDEIS, OTHER PEOPLE’s Money (1914). 

448 Stat. 905 (1934), as amended, 15 U.S.C. §§ 77a-aa (1958). 
5 48 Stat. 881 (1934), as amended, 15 U.S.C. §§ 78a-hh (1958). 
6 See S. Doc. No. 92, 70th Cong., Ist Sess. (1928). 


[1] 
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The project was launched in the fall of that year with Abe Fortas 
as my chief assistant; and ultimately a report in eight parts, prepared 
mostly by my staff, was sent to Congress.’ It was, I believe, one of 
the classics in high finance. Among the results of that investigation 
was the inclusion of Chapter X in the Bankruptcy Act of 1938,° 
sponsored by Walter Chandler of Tennessee, a legislative innovation 
which brought the Commission into corporate reorganizations in the 
federal courts as an adviser to the judge. The Trust Indenture Act of 
1939,° sponsored by Senator Barkley of Kentucky, was another prod- 
uct of that investigation. 

Meanwhile the Public Utility Holding Company Act of 1935, 
sponsored in the Senate by Burton Wheeler of Montana and in the 
House by Sam Rayburn was enacted after a bitter struggle on the 
“Hill” against as strong a lobby as ever moved into Washington, 
D. C.* The American Liberty League, headed by Jouett Shouse, 
was campaigning vigorously against the measure. The lines were 
sharply drawn, but the votes in Congress were decisive. 

Regulation of over-the-counter dealers followed in the Act of June 
25, 1938,’* which had been sponsored by Senator Francis T. Maloney 
of Connecticut. The Investment Company Act of 1940** introduced 
by Senator Wagner of New York, extended the Commission’s con- 
trol to investment trusts by setting up standards under which those 
companies must operate. A related measure entrusted to the Com- 
mission was the Investment Advisers Act of 1940,™* also fathered by 
Senator Wagner. I had often told President Roosevelt that he should 
not allow the Commission to expand into more fields than these. The 
Commission had reached, I felt, its maximum size compatible with 
considered and careful work at the Commission level. Once any 


7SEC, Report oN THE STUDY AND INVESTIGATION OF THE Work, ACTIVITIES, 
PERSONNEL AND FUNCTIONS OF PROTECTIVE AND REORGANIZATION COMMITTEES PTS. 
I-VIII (1938). 

8 52 Stat. 883 (1938), as amended, 11 U.S.C. §§ 501-676 (1958). 

9 53 Stat. 1149 (1939), as amended, 15 U.S.C. §§ 77aaa-bbbb (1958). 

10 49 Stat. 803 (1935), as amended, 15 U.S.C. §§ 79-2-6 (1958). 

11 Many of the activities of that lobby were disclosed by the Special Committee 
of the Senate to Investigate Lobbying Activities, headed by Senator (later Mr. 
Justice) Black. Senator (later Mr. Justice) Minton was a member of that Special 
Committee. This investigation was conducted pursuant to S. Res. 165 and S. Res. 
184 of the Seventy-fourth and succeeding Congresses. For an account of it see 
er Wid League Liberty, New Republic, Aug. 26, 1936, p. 63 and Sept. 2, 

, p. 95. 

12 52 Stat. 1075 (1938), 15 U.S.C. § 78(0) (1958). 

13 54 Stat. 789 (1940), as amended, 15 U.S.C. §§ 80a-1-52 (1958). 

14 54 Stat. 847 (1940), as amended, 15 U.S.C. §§ 80b-1-21 (1958). 
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Commission acquires more responsibilities than those then entrusted to 
the SEC, it ceases to have the expertise which is essential. Then it 
becomes dependent on its staff and on the opinions that the staff 
submits. When the point of exhaustion of energies is reached, the 
Commissioners are often rubber stamps for the men and women in 
the lower echelons. I did not want that to happen to the SEC, and 
it did not happen. 

Those of us associated with the work of the Commission in the 
earlier years called it affectionately the “Sam Rayburn Commission,” 
since he had fathered the 1933, 1934, and 1935 acts. Those early years 
were filled with daily crises. Some lawyers and clients were defiant 
and recalcitrant, marching off to courts to get injunctions or other 
relief. One stormy episode resulted in a decision against the Com- 
mission in Jones v. Securities and Exchange Commission.“* The 
Commission had instituted stop order proceedings against a prospective 
issuer of securities. He thereupon sought to withdraw his registration 
statement. The Commission refused, feeling that the transaction 
should be aired. The Court, in a six to three decision, ruled against 
the Commission. Justice Sutherland, who wrote the majority opinion, 
compared the action of the Commission with the tactics of the notori- 
ous Star Chamber,”® a comment which led Justice Cardozo in dissent 
to say, “Historians may find hyperbole in the sanguinary simile.” ** 
A suit for a million dollars in damages against the Commissioners and 
other officials of the agency followed.’ There was heated litigation 
over the scope of subpoenas.’* But these were minor and relatively 
unimportant legal skirmishes. 

More serious were some of the lawsuits under the 1935 act. The 
Committee of 58 Lawyers was active” advising clients of the uncon- 
stitutionality of the act. In the first three months of the existence of 
the act, some 58 suits were instituted to enjoin its enforcement and to 
have it declared unconstitutional. Perhaps the most sweeping decree 
of that character was entered on November 7, 1935, by Judge Cole- 
man in Maryland.” But on March 28, 1938, the Court speaking 
through Chief Justice Hughes, decided Electric Bond and Share Co. v. 

14a 298 U. S. 1 (1935). 

15 298 U.S. 1, 28 (1935). 

16 Id. at 33. : 

17 Jones v. Kennedy, 121 F.2d 40 (D. C. Cir.), cert. denied, 14 U.S. 665 (1941). 

18 See Bank of America v. Douglas, 105 F.2d 100 (D.C. Cir. 1939). 


19 See Powell, Fifty-eight Lawyers Report, New Republic, Dec. 11, 1935, p. 119. 
20 In re American States Public Service Co. 12 F. Supp. 667 (D.Md. 1935). 
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SEC,?** holding the registration provisions of the act constitutional. 
That marked the end of the flood of litigation over the constitutional 
issues. The holding companies registered, and the remaining litigation 
concerned matters of exemption and plans of reorganization and 
simplification approved by the Commission. 

The body of litigation under the various acts administered by the 
Commission has, of course, been considerable over the years. But the 
greatest portion of the Commission’s work in administering the acts 
never reached the courts. Rules, orders, and opinions by the Commis- 
sion settled most of the problems. Consultation with the staff and 
the members of the agency ironed out most of the difficulties. No 
agency, I think, ever accomplished so much in so little time in getting 
programs, that were new and complicated, accepted and reduced to 
practical procedures. 

I became a Commissioner in 1936 and Chairman in 1937. My main 
preoccupation was first to finish the protective committee study, and 
to get Chapter X of the Bankruptcy Act and the Trust Indenture Act 
through Congress. My second main undertaking was to get the 
holding companies registered under the 1935 act and to effect a basic 
reorganization of the stock exchanges under the 1934 act. 

Those involved tumultuous days and nights. The story has never 
been told, and this is not the time to relate it. 


A few episodes will highlight some of the problems. There was a 
sharp market decline in the fall of 1937. Winthrop W. Aldrich of the 
Chase National Bank charged that “excessive regulation” had ruined 
the market. Charles R. Gay, President of the New York Stock Ex- 
change, called every hour on the hour, urging that we close the Ex- 
change, since it was out of hand. Those opposed to reform were bent 
on proving that so delicate a mechanism as a stock exchange could not 
exist under federal regulation. But I had the idea that markets were 
designed to go down as well as up, and that forces were at work which 
were producing startling results. Economic influences were, indeed, 
at work. And our market analyses, made under the direction of 
Ganson Purcell and Walter C. Louchheim, Jr. showed that it was the 
pounding by the short seller which increased the downward momen- 
tum of the market.** That discovery led us ** to promulgate on Febru- 


20a 303 U.S. 419 (1938). 
21 DoucLas, DEMOCRACY AND FINANCE, ch. VI (1940). 


22 My colleagues on the Commission at that time were George C. Mathews, Robert 
E. Healy, Jerome N. Frank and John W. Hanes. 
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ary 8, 1938, the short-selling rule which is still in effect and which is 
in a sense a cotter pin in declining markets: “No person shall, for his 
own account or for the acount of any other person, by the use of any 
facility of any national securities exchange effect a short sale of any 
security at or below the price at which the last sale, regular way, was 
effected on such exchange.” ** 

The insolvency of Richard Whitney’s firm which was disclosed on 
March 8, 1938, and the discovery of his misappropriations led to a 
complete investigation. The Commission was represented in the in- 
vestigation by Gerhard A. Gesell. The report which followed is 
another classic in high finance.** That investigation and the dis- 
closures were the catalysts that led to the reorganization of the Ex- 
change. Many in the “Street” cooperated, Paul Shields and James 
Forrestal being in the lead. A new reform slate was elected to man 
the New York Stock Exchange. The new President was William 
McC. Martin, presently Chairman of the Federal Reserve Board, under 
whose regime a reform program was effected. 

We had an able, earnest, and dedicated group of people administer- 
ing these acts. We had youth and idealism on our side. We had caught 
some of the vision of Franklin D. Roosevelt and the manifest destiny 
he represented. We were not concerned with ideas of personal gain 
or preferment. None in those early days would have dreamed of 
leaving his government post to go to work for the people we regu- 
lated. If anyone had done it, he would have been ostracized. 

There doubtless is much sentiment in my recollections of what we 
did. But as I look back and see the long-term acceptance our work 
has enjoyed and view the impressive scholarly record of Commission 
rulings and opinions that shine through such books as Loss, SecurITIES 
REGULATION (1951), I am proud of the men and women who came 
to Washington, D. C. for these pioneer undertakings. I think we did 
much to raise the level of performance of the administrative agency 
in a turbulent and exciting age. 

WitiiaM O. Doucias 
Associate Justice 
United States Supreme Court 


2317 C.F.R. § 240. 10a-1 (1949). 
24 SEC, In THE MATTER OF RICHARD WHITNEY ET AL. Vols. I-III (1938). 








HISTORICAL DEVELOPMENT OF THE S.E.C.— 
THE GOVERNMENT VIEW 


Edward N. Gadsby* 
Chairman, Securities and Exchange Commission 


On July 2nd of this year, the Securities and Exchange Commission, 
established by Congress in 1934,’ celebrated the twenty-fifth an- 
niversary of its establishment as a federal agency. The authority of 
the Commission under the six statutes which it administers and under 
the National Bankruptcy Act is very broad and it has an important 
role in the functioning of the Nation’s economy.” Since its inception 
in those economically destitute days, the Commission has achieved 
many goals. To view these programs in proper perspective it may be 
helpful to review some of the historical developments which pre- 
ceded this legislation. 

Federal legislation regulating corporations, especially with refer- 
ence to the disclosure of corporate affairs, was not dreamed up 
precipitously in the nightmare which followed the dramatic stock 
market collapse of 1929. Some thirty or so years earlier, the de- 
sirability of more accurate and current reports by corporate man- 
agers and promoters was pointed out by the United States Industrial 
Commission, created by Congress in 1898* for the purpose of investi- 
gating immigration, labor, agriculture and manufacturing problems. 
During the period from 1900 to the advent of World War I, every 
President recommended to the Congress that legislation be enacted 
which would give the federal government control over corporations 
engaged in interstate commerce. The more far reaching of these 
proposals contemplated that corporations engaged in interstate com- 





* A.B., 1923, Amherst College; J.D., 1928, New York University. Member of the 
New York and Massachusetts Bars. 

— Exchange Act of 1934, § 4, 48 Stat. 885, as amended, 15 U.S.C. § 78d 
(1958). 

2 Securities Act of 1933, 48 Stat. 74, as amended, 15 U.S.C. §§ 77a-aa (1958) ; 

Securities Exchange Act of 1934, 48 Stat. 881, as amended, 15 U.S.C. §§ 78a-hh 
(1958) ; Public Utility Holding Company Act of 1934, 48 Stat. 803, as amended, 15 
U.S.C. §§ 79-z-6 (1958); Trust Indenture Act of 1939, 53 Stat. 1149, as amended, 
15 U.S.C. 88 77aaa-zzz (1958) ; Investment Company Act of 1940, 54 Stat. 789, as 
amended, 15 U.S.C. §§ 80a-1-52 (1958); Investment Advisers Act of 1940, 54 Stat. 
847, as amended, 15 U.S.C. §§ 80b-1-21 (1958). National Bankruptcy Act, ch. 10, 
52 Stat. 883 (1938), as amended, 11 U.S.C. §§ 501-676 (1958). 

3 30 Stat. 476 (1898). 


[6] 
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merce would be required to be federally chartered. No regulatory 
legislation was enacted, however, until the national emergency created 
by World War I when, in order to direct the flow of capital into 
channels which would best support the war effort, a Capital Issues 
Committee was established.* 

The necessity for this Committee disappeared at the end of World 
War I, and it was abolished. When it was dissolved it filed a report® 
which recommended that, “federal supervision of security issues, here 
undertaken for the first time, should be continued by some public 
agency ... in such form as to check the traffic in doubtful securities 
while imposing no undue restrictions upon the financing of legitimate 
industry.” The report went on to point out that a large segment of 
the population had for the first time come to realize as the result of 
its experience with Liberty bonds that a piece of paper could repre- 
sent property value. Because of this newly acquired knowledge, this 
group had become prospective purchasers of stocks and bonds. The 
report went on to say: “He (the securities salesman) now has the 
entire American public and the transaction becomes one of persuasion 
to trade—to trade the Government bond bearing a low rate of interest 
for stocks and bonds baited with high promise of high rate of return 
and prospect of sudden riches.” 

Following World War I, several bills were introduced in Congress 
seeking to regulate the issuance of and trading in securities. Proposals 
were made not only to require the disclosure of financial and other 
information concerning an issuing company and to prevent the sale of 
stock by fraudulent means, but also to give federal aid to the en- 
forcement of the state blue sky laws. But with the securities markets 
booming, with credit easily available and with rags to riches the 
theme of the day, legislators found little public support for such 
legislation. Blinded by the prospect of gain the public generally paid 
no attention to the dangers inherent in the markets as they were then 
operated. 

Federal securities legislation thus received little support except from 
some rather clairvoyant representatives of institutional investors and 
the Investment Bankers Association. Earlier, the individual states had 
taken steps to protect their citizens from securities frauds and to regu- 
late the securities business in general. Conceiving that the corporation 


440 Stat. 506, 512-14 (1918). 


5 Report of Capital Issues Committee, H.R. Doc. No. 1485, 65th Cong., 3d Sess. 
(1918). 
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is the creature of the state and that the state has a corresponding re- 
sponsibility to supervise it and the securities it issues to the public, the 
state legislatures, beginning with Kansas in 1911, assumed the responsi- 
bility of protecting their citizens by some form of blue-sky law. By 
1933, every state except Nevada, had taken some such legislative 
action. Broadly speaking, these blue-sky enactments, which were of all 
sizes and shapes, contained either anti-fraud provisions, requirements 
for registration of certain persons engaged in the securities business or 
requirements for the registration or licensing of securities. Some 
statutes employed only one of these devices and others employed a 
combination. 


It is difficult to evaluate the effect of the blue-sky laws. Certainly, 
strict fraud legislation, such as that adopted by Kansas, was successful 
in preserving the savings of many investors. For instance, in the first 
eighteen months under the Kansas statute only 100 out of 1500 
companies which applied for clearance to issue securities were given 
such licenses. It was estimated that 75 per cent of the offerings were 
potentially fraudulent and that half of the remaining proposed of- 
ferings were dangerously speculative. On the other hand, it is 
perfectly clear that the state regulatory scheme was ineffective to 
cope with the overall situation. The period in which there was no 
federal legislation, but when almost every state had some form of 
blue-sky law, has been described as, “. . . an era in which disclosures 
in financial circles had shaken public confidence to its very founda- 
tion, and in which a considerable number of issues were found to have 
grossly misrepresented values and concealed essential facts—often in 
fraudulent or criminal transactions.” * The local statutes were in- 
adequate not only because of the wide variations between states in 
their approach to securities regulation, but also because, with the 
growth of large corporate enterprises, state lines were coming to 
be of little importance, and state authorities were unable to cope with 
the dextrous interstate activities of promoters and manipulators. 


In the light of the collapse of the securities markets in 1929 and 
its effect upon the Nation’s economy and the ineffectiveness of the 
blue-sky laws to prevent such a situation, it is doubtful that history 
affords an example of more timely and necessary legislation than the 
federal securities acts. This is described in a Congressional report as 
follows: 





6 Lasser & GeRARDI, FEDERAL SecurITIES Act Procepure 1 (1934). 
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During the post war decade some 50 billion of new securities were 
floated in the United States. Fully half or 25 billion worth of 
securities floated during this period have been proven to be worth- 
less. These cold figures spell tragedy in the lives of thousands of 
individuals who invested their life savings, accumulated after years 
of effort, in these worthless securities. The flotation of such a mass 
of essentially fraudulent securities was made possible because of the 
complete abandonment by many underwriters and dealers in securi- 
ties of those standards of fair, honest, and prudent dealing that 
should be basic to the encouragement in investment in any enter- 
prise. Alluring promises of easy wealth were freely made with 
little or no attempt to bring to the investors’ attention those facts 
essential to estimating the worth of any security.” 


The Securities Act of 1933, the first of these laws, became effec- 
tive on July 7, 1933, a date roughly corresponding to the low point 
in the stock market and in our general economy. This act was ad- 
ministered for one year by the Federal Trade Commission prior to 
the creation of the Securities and Exchange Commission. It was 
drafted in the realization that lax financial and ethical standards. were 
undermining the integrity of our capital markets, destroying investor 
confidence and leading the business and /financial enterprises of this 
country to the brink of disaster. The decline in security values which 
began in October 1929, made clear the urgent need for the establish- 
ment and preservation of higher standards of business conduct if the 
American system of free capital markets was to survive. The two 
principal objectives of the 1933 act were, first, to protect investors 
by requiring adequate and accurate disclosure regarding securities 
distributed to the public in interstate commerce or by use of the mail 
and, second, to outlaw fraud in the sale of all securities whether or not 
newly issued. Inasmuch as the act is thus premised upon the principle 
that full disclosure of all pertinent financial and other material data 
should be made to the prospective investor in order that he can make 
a sound investment decision, the Commission has no power to evaluate 
any proposed security offering nor to prevent the sale of a security 
under a properly filed and fully truthful and frank registration state- 
ment. The Securities and Exchange Commission regulates only the 
sale of securities under this legislation, not the securities themselves. 

As contrasted with the 1933 act which is concerned primarily with 
the distribution of new issues, the Securities Exchange Act of 1934 


7H.R. Rep. No. 85, 73rd Cong., Ist Sess. (1933). 
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is concerned with trading in securities, both on the organized ex- 
changes and in the over-the-counter markets. It provides for the 
registration of securities exchanges and of the securities listed on each 
such exchange. Issuers of securities listed and registered on national 
securities exchanges are subjected to certain financial and other report- 
ing requirements and the solicitation of proxies is regulated. The 
act also establishes certain requirements with respect to trading in 
such securities by directors, officers and principal security holders and 
contains provisions designed to prevent the unfair use of inside in- 
formation. It requires the registration and authorizes regulation of 
brokers and dealers, contains provisions designed to prevent fraudu- 
lent, deceptive and manipulative acts and practices on the exchanges 
and in the over-the-counter markets and authorizes the Federal Re- 
serve Board to regulate the use of credit in securities transactions. 


The Securities Exchange Act of 1934 was amended in several re- 
spects in 1938. The most significant of these amendments was an 
interesting result of the Schechter case* which declared the National 
Industrial Recovery Act to be unconstitutional. The amendment 
provided for the formation and registration of national securities as- 
sociations under the general supervision of the Commission. These 
organizations were directed to adopt rules designed to promote just 
and equitable principles of trade, to provide safeguards against un- 
reasonable profits and charges and, in general, to protect investors, 
the public interest and a free and open market. Only one such associa- 
tion, the National Association of Securities Dealers, Inc., has regis- 
tered under this amendment, but its membership includes practically 
all important components of the underwriting industry. Through 
its enforcement activities many abuses in the over-the-counter market 
have been prevented. It has been particularly effective in the area 
of unethical activities, which are not included among the illegal 
practices proscribed by the Securities Exchange Act of 1934. 

The third of the securities acts entrusted to the administration of 
the SEC was the Public Utility Holding Company Act of 1935. 
This statute was enacted as the result of a comprehensive study con- 
ducted over a period of nine years by the Federal Trade Commission 
and after thorough inquiry and investigation by the Congress.? The 
underlying purpose of this legislation was to free operating electric 





8 A.L.A. Schechter Poultry Corp. v. United States, 295 U.S. 495 (1935). 
9 FTC, Utility Corporations. S. Doc. No. 92, 70th Congress, 1st Sess. (1935). 
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and gas utility companies from the control of absentee and uneco- 
nomic holding companies and thus to permit more effective regula- 
tion by the states. A major part of the Commission’s time during the 
1940’s and until about 1953 was spent in directing the reorganization 
of the complex financial and corporate structures of these systems in 
order that they might comply with the provisions of the law re- 
quiring the physical integration of properties and the simplification 
of intercorporate relationships and financial structures. 

However, the statute does not contemplate dissolution of any 
holding company which can be realistically regarded as a system, the 
continued existence of which is justified by genuine economic and 
physical considerations. Accordingly, there remain under SEC juris- 
diction, 18 holding company systems with aggregate assets of more 
than $10 billion. Under the provisions of the 1935 act, SEC ap- 
proval is required of the financing operations of such registered hold- 
ing companies and their subsidiaries, of the acquisition and disposition 
of properties, of accounting practices, servicing arrangements and 
inter-company transactions. SEC approval is also required before 
any person who is affiliated with a public utility holding company 
may acquire securities resulting in a second such affiliation. 

Under one provision of the Securities Exchange Act of 1934, the 
Congress directed the SEC to make a study of the activities of com- 
mittees organized in connection with corporate reorganization pro- 
ceedings. The Commission’s final report of such study, in eight 
volumes, described certain serious abuses in the functioning of these 
committees and pointed out other defects in the then existing re- 
organization procedures.*° These enlightening disclosures resulted in 
the enactment of the Chandler Act inserting Chapter X in the 
National Bankruptcy Act. In this legislation, the Commission was 
directed to interest itself in proceedings for the reorganization of 
debtor corporations in which there may be a substantial public in- 
terest, and to render independent expert advice and assistance to the 
courts. This assistance is important in the financial rehabilitation of 
debtor companies and in the formulation of reorganization plans 
which will provide fair and equitable treatment to creditors and 
security holders alike and assure that the debtors will be discharged 
in a sound financial condition. 


10SEC, Report ON THE STUDY AND INVESTIGATION OF THE WorK, ACTIVITIES, 
PERSONNEL AND FUNCTIONS OF PROTECTIVE AND REORGANIZATION ComMITTEES (1936- 
40). 
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Another result of this investigation of reorganization procedures 
was the enactment of the Trust Indenture Act of 1939. The studies 
disclosed that the average indenture provided inadequate protection 
to bondholders and far more than adequate protection to the trustee. 
The 1939 act, therefore, requires that substantial issues of debt securi- 
ties may not be offered for sale to the public unless they are issued 
under a trust indenture which conforms to specific statutory standards 
designed to give reasonable protection to the holders of the securities 
and to limit the exculpatory provisions regarding trustees. 


As directed in section 30 of the Public Utility Holding Company 
Act, the Commission made an exhaustive study from 1936 to 1940 of 
investment trusts and similar companies.’* This investigation un- 
covered some unhealthy situations whose existence had been suspected 
for some time and in particular revealed many cases where the funds 
of investors had been employed to further the selfish interests of 
investment company promoters. The respectable and honest elements 
in the investment trust business at once realized the discredit that was 
reflected on their business by this study; they assisted in drafting and 
supported the passage of remedial legislation. The objectives of the 
Investment Company Act of 1940, so enacted, are in general to secure 
honest and unbiased management of the investors’ funds, to give 
security holders a voice in the company and particularly in the selec- 
tion of management, to assure adequate and feasible capital structures, 
to obtain fairness in all transactions between affiliated persons and 
the company and to see that the shareholders are provided with in- 
formative periodic financial reports. 


The Investment Advisers Act of 1940 was enacted simultaneously 
with the Investment Company Act. It provides for the registration 
of all persons engaged for consideration in the business of giving in- 
vestment advice, requires investment advisers to make full disclosure 
of their interest in transactions executed for their clients and pro- 
scribes acts which constitute fraud and deceit. However, since this 
act fails, among other things, to authorize the Commission to re- 
quire the keeping of books and records and the filing of reports and 


11 SEC, Report on the Study of Investment Trusts and Investment Companies H.R. 
Doc. No. 707, 75th Cong., 3d Sess. (1938); H.R. Doc. No. 70, 76th Cong., Ist Sess. 
(1939) ; H.R. Doc. No. 279, 76th Cong., Ist Sess. chs. 1-6 (1939); H.R. Doc. No. 
136, 77th Cong., Ist Sess. ch. 7 (1941); H.R. Doc. No. 246, 77th Cong., Ist Sess. 
(1941). Supplemental reports include: H.R. Doc. No. 380, 76th Cong., Ist Sess. 
(1939) ; H.R. Doc. Nos. 476, 477, 482, 76 Cong., 2d Sess. (1939) ; H.R. Doc. Nos. 567, 
659, 76th Cong., 3d Sess. (1940). 
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to permit periodic examinations of registrant’s books and records, its 
administration has been relatively ineffectual up to the time of this 
writing. 

During the past quarter century, the emphasis in the work at the 
Securities and Exchange Commission has shifted first to one facet 
of its jurisdiction and then to another. The first decade was one of 
experimentation in the application of the new statutes to their re- 
spective fields of jurisdiction. The second decade was highlighted 
by the rise and fall of activity under the “death sentence” provisions 
of the 1935 act, by World War II and a physical move to Philadel- 
phia and back and by the consolidation of the agency’s position firmly 
in the midst of the every day life of the financial community. The 
third decade at its half-way milestone has been marked by a re- 
surgence of enforcement problems, bred of a rising market out of 
human cupidity, and by an ever increasing tide of securities issues and 
administrative problems. 

A violation of the securities acts almost invariabily requires con- 
sideration by the staff and the Commission of the advisability of en- 
forcement action, whether by administrative, civil or criminal means. 
The economics of the present market is reflected by the notable in- 
crease in the number of cases referred by the Commission to the De- 
partment of Justice for criminal prosecution. During the fiscal year 
ending June 30, 1959, it so referred 45 cases involving 217 defendants 
as compared with 15 cases and 51 defendants for the fiscal year 1958. 
It is interesting also to note that, as of June 30, 1959, the SEC had 
since its birth referred 741 criminal cases involving 2,550 defendants, 
1,313 of whom had been convicted and a substantial percentage of 
whom were eventually incarcerated. As of June 30, 1959, it had in- 
stituted 1,131 civil cases in the federal courts, principally to enjoin 
violations of the securities acts, and had been either defendant or 
otherwise participated in 661 additional cases. In connection with its 
enforcement activities the Commission had then accumulated in its 
files data concerning 69,013 persons against whom federal or state 
action involving securities violations had been taken. 


Not all, and for that matter not a major part of the man hours of 
the Securities and Exchange Commission and its staff have been spent 
on enforcement and litigation. The most impressive statistics of 
performance arise out of the day-to-day work of the SEC in coping 
with the constant deluge of material which is filed pursuant to the 
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provisions of the various statutes. During the first full fiscal year 
of its operations, it handled 781 registration statements involving a 
total of $4,794,000,000. In the fiscal year 1959, the total number of 
statements filed was 1,226, and the face value of the securities regis- 
tered thereby was $16,623,000,000. From 1934 to the end of the fiscal 
year 1959, it has processed 15,930 statements covering an aggregate 
amount of $157,334,000,000 of all types of securities representing the 
entire gamut of corporate financing in the United States. 

The sheer volume of work involved in processing new filings and 
in supervising activities under the securities acts is impressive. Under 
the Securities Exchange Act the Commission is charged with a general 
duty of supervising the securities markets and preventing manipula- 
tive practices. There were a total of 4,181 non-exempted securities 
issues traded on the fourteen registered national exchanges and four 
exempt exchanges at June 30, 1959. In 1958, the total market value 
of the securities traded on these exchanges was upward of $40 billion, 
representing the purchase and sale of some 1,306 million shares and 
some millions of separate transactions. This is apart from the over- 
the-counter market, where upward of 11,000 issues are dealt in. No 
comparable statistics are available as to the volume of trading on this 
market, but it is substantial by any standard. Insofar as the SEC may 
be thought of as the statutory guardian of the American investor, 
it is also pertinent to note the increasing public participation in cor- 
porate investment. The most recent estimate by the New York Stock 
Exchange indicates that nearly 12,500,000 persons, or one out of 
every 8 adults in the country has in this way acquired an interest in 
our industries and in the securities markets. 

Regulation of broker-dealers also occupies a great deal of the 
time of the Commission. There were, as of June 30, 1959, a total 
of 4,907 of these establishments registered under the provisions of 
the 1934 act, with which about 18,368 persons were associated as 
partners, proprietors or officers. The 1,471 broker-dealer inspections 
which were completed during the fiscal year ended June 30, 1959, 
disclosed 2,070 violations of the securities acts. Most of these viola- 
tions were technical and inadvertent, but a substantial number were 
sufficiently serious to warrant disciplinary proceedings. 

As previously indicated, the functions of the SEC under the Public 
Utility Holding Company Act have largely stabilized, though there 
are important and vexing reorganization problems still pending. Dur- 
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ing the twenty years that this act has been effectively implemented, 
there has been a total of 2,387 corporations registered under it, all but 
2,064 of which have so arranged their affairs as not to be presently 
subject to active SEC jurisdiction. The regulatory supervision re- 
quired by law over the operations of the remaining companies is a 
major item on the Commission’s calendar. The 18 holding com- 
panies” now under SEC jurisdiction and their subsidiaries sold during 
fiscal 1959 new issues of securities involving approximately $444 mil- 
lion following approval by the Commission. The Commission has 
authorized these companies to borrow $682 million from banks. 
Of this amount $115 million was borrowed to finance off-season 
natural gas inventory storage. The balance of $567 million was 
used for temporary financing of property additions and, of course, 
included some renewals of earlier borrowings. These companies are 
in daily contact with the staff regarding other problems under the 
act. 

At the end of fiscal year 1941, the first year of the Investment 
Company Act, there were 436 investment companies registered with 
the Commission and subject to the regulatory pattern of the act. 
Their assets had an estimated aggregate market value of about $2,500 
million. Since then, about 440 new companies have registered and 
364 have withdrawn from the field. As of June 30, 1959, there were 
512 such companies registered with the Commission, with assets 
having an aggregate market value of over $19 billion. The National 
Association of Investment Companies estimates that there are presently 
about 1,800,000 holders of shares in mutual companies and that there 
will probably be about 2,500,000 such investors by 1965. 

Such a statistical survey of the routine affairs in the history of the 
Securities and Exchange Commission falls short of constituting a fair 
or complete summary of its accomplishments. From the standpoint 
of the philosophical origin of the securities acts and of their effect 
upon the relationship between the great corporate enterprises of the 
United States on the one hand and the investing and consuming 
public on the other, it is clear that this legislation is an outstanding 
example of the application of enlightened principles of government 
in a difficult and complex economic field. Their enactment and ad- 
ministration has caused a major change in the philosophy of Ameri- 


12 Not including Cities Service Co., Electric Bond and Share Co., and Standard 
Gas and Electric Co. which no longer own any domestic subsidiaries, 
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can business enterprise. There is some doubt that this fact is adequate- 
ly recognized, and that the impact of this revolutionary approach 
upon economic enterprise has received appropriate attention. 

It is perfectly true, of course, that the enactment of these statutes 
was demanded by the massive uneasiness of the general public and 
it has been necessary for the agency to use vigorously and fearlessly 
the powers granted by them. However, the public demand for re- 
form was not self-executing and if the formulation and implementa- 
tion of the new philosophy had fallen into the hands of persons of 
insufficient talent, irreparable injury might very easily have resulted 
to the entire economic and perhaps the social fabric of the country. 

As it turned out, men of outstanding ability from the bar and the 
business community cooperated with the congressional draftsmen to 
frame these statutes in a manner which afforded a reasonable and 
sensible path to the objectives sought to be accomplished. It has be- 
come evident during the intervening years that these contributions 
were vital to the creation of effective and practical legislation, effec- 
tive in the sense of being properly designed and practical in the 
sense that under them the delicate mechanism of the capital market 
could and did continue to function. Very difficult problems were 
solved in the course of administration of the acts with the aid of 
industry and its counsel who have assisted the Commission in meeting 
the practical difficulties involved in conforming existing financial 
mechanisms to new patterns and standards. 

It is possible to argue that the disciplinary activities of the Com- 
mission, the “watchdog of Wall Street,” have set the pace for the 
industry. The fact is, however, that the patterns of conduct and the 
standards of corporate morality, at one time so widely questioned 
and disputed but now followed uniformly, have more often than not 
become established by the voluntary action of responsible professional 
and business leaders. The pioneering work of industry and the bar 
in the framing of this new point of view has been followed by that 
of other thoughtful men who have evolved existing patterns of con- 
duct based upon the principles of honesty, fair dealing, and full dis- 
closure underlying the securities acts. 

Business and government have, in this field, arrived at a certain 
philosophical maturity. The responsibility of management to its 
stockholders and to the general public and the development of the 
concept that all business is to some degree affected with a public 
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interest may well be considered to represent the real contribution 
of the Securities and Exchange Commission to society during the 
quarter century just passed. 

This philosophy manifests itself in many areas of the relationship 
between issuer and security holder. The corporation which is ac- 
customed to reveal its affairs in registration statements and in filed 
annual reports soon learns that an informed stockholder has a certain 
sympathy with management difficulties and ambitions. Enlightened 
corporate managements now compete with each other to issue lucid, 
intelligible and accurate annual and other periodic and occasional 
reports to their stockholders. The accounting profession has estab- 
lished standards for its members which are as high as those in effect 
anywhere in the world. Stockholders are increasingly inquisitive 
about their corporations, and management is becoming increasingly 
responsive to their questions. There is no doubt but that the securities 
acts first gave form and expression to this philosophy and that its 
fruition, encouraged by the administration of these laws, has been 
one of the major causes for the expansion of the people’s capitalism 
to its present stature. 








A PRIVATE PRACTITIONER’S VIEW OF THE 
DEVELOPMENT OF THE SECURITIES AND 
EXCHANGE COMMISSION 


Milton V. Freeman* 
Arnold, Fortas and Porter, Washington, D.C. 


I. INTRODUCTION 


The past twenty-five years have seen not only the establishment 
and growth of the Securities and Exchange Commission but also over- 
whelming public acceptance of its work. This work has helped to 
restore the once shattered public confidence in the financial com- 
munity and at the same time to foster a process of elevating the 
moral tone of that community. The changed conditions in the secu- 
rities markets in that period are in a not insubstantial measure the 
result of the acts which the Commission administers and the way 
in which they have been administered. 

When the SEC was established in 1934, the Securities Act of 
1933 had been on the books for over a year, and a number of regis- 
tration statements had been filed. Nevertheless, there was no real 
acceptance of the statute in the financial community, and no large 
company had filed under the act. Amendments to the original 
statute had been passed to allay apprehension caused by the civil 
liabilities provision of the original statute. As one of their earliest 
tasks, the first Chairman of the Commission, Joseph P. Kennedy, and 
its General Counsel, John J. Burns, packed their suitcases like 
travelling salesmen, and went to visit the Bethlehem Steel Company 
to try to persuade Bethlehem to file a registration statement for a 
public bond issue instead of a private placement. They agreed to 
make special rules to expedite the financing and made many other con- 
cessions to secure the first registration statement by a major company. 


* A.B., 1931, College of the City of New York; LL.B., 1934, Columbia Universi- 
ty. Member, Board of Editors, Columbia Law Review, 1932-34. Member of the 
Bars of District of Columbia, New York and Supreme Court of United States. 
With the General Counsel’s Office of the Securities and Exchange Commission, 
1934-42; Federal Trade Commission, 1934; Assistant Solicitor, Securities and Ex- 
change Commission, 1942-46. 


Editor’s Note: In order to aid the reader who desires to explore fully the background 
material mentioned by the author, the editor has inserted footnote references. 
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Twenty-five years later, in the spring of this year, there was such 
a rush of issuers filing registration statements in a desire to offer their 
securities on the market under the Securities Act of 1933, that sub- 
stantial delays in clearance occurred and some major issuers were ad- 
vised by the staff that a delay in filing was recommended. 


II. Earty ConTROVERSIES 


During the course of these twenty-five years there was constant 
development not unaccompanied by controversy. In the earlier years 
there was substantial dispute between the Commission on the one 
hand, and the New York Stock Exchange and the investment banking 
industry on the other. The Richard Whitney scandal resolved the 
problem of reform of the New York Stock Exchange.’ The con- 
troversy with the investment banking industry was launched by a 
speech by Commissioner Douglas before the Bond Club questioning 
the utility of traditional investment banking relationships, probably 
the least welcome address ever delivered before that body. Its re- 
percussions continued under Jerome Frank’s chairmanship, and among 
its results may be counted the Competitive Bidding Rules* and, perhaps 
also, the unsuccessful antitrust prosecution of the investment banking 
industry.* The administration of the Public Utility Holding Com- 
pany Act’s geographical integration and capital reorganization pro- 
visions was the center of contention for a long time. But the atmos- 
phere of controversy has always existed side by side with an accom- 
modation of the practical administration of statutes under which the 
laws received increasing acceptance among those regulated. 

In the years between 1934 and 1940, the entire statutory structure 
of the laws which the Commission administers was adopted by the 
Congress. Significantly, controversy grew less as time went on, and as 
contrasted with the bitter debates on the Holding Company Act of 
1935, the Investment Company Act of 1940 was passed without op- 
position and with the consent of the regulated industry. By 1941 the 
industry and the Commission were sitting in joint meetings to con- 
sider amendments of the 1933 and 1934 acts. Thereafter controversy 
was never absent but its scope was not on such a grand scale as in the 
late 1930’s. By this time, the Commission had developed a whole body 


1SEC, In THE Matrer oF RicHARD WHITNEY ET. AL. Vols. I-III (1938). 

2 Address by William O. Douglas, Bond Club of New York, March 24, 1937. 
317 CFR $ 250.50 (1949), as amended, 17 CFR $$ 250.50(b)-(d) (Supp. 1959). 
4 United States v. Morgan, 118 F. Supp. 621 (S.D.N.Y. 1953). 
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of administrative regulations and techniques of administration, some of 
them as consequential as the statutory provisions themselves. 

To mention one instance, the proxy rules,® although derived from a 
single sentence in the Securities Exchange Act of 1934, have developed 
a scope of regulation equivalent to that of a whole new statute. Rule 
X-10-B-5,° in terms a simple rule applying disclosure principles to 
the purchase as well as to the sale of securities, has created a whole 
new body of law not only before the Commission but in the courts. 

During the course of these twenty-five years, as the financial com- 
munity has become accustomed to the regulations and to the Com- 
mission, acceptance of the statutes and of the Commission’s rules 
under them has been growing. In my judgment, a very substantial 
part of the reason for this acceptance and for the success of the 
Commission in accommodating itself to changing conditions has been 
the constant policy of the Commission, since its earliest days, of con- 
sultation with the industry and with the bar. Even during the 
bitterest days of the Holding Company Act battles, the Commission 
staff and the industry never broke off consultations, although pros- 
pect of accommodation at times seemed dim indeed. 


Ill. THe Commission’s Poticy or CONSULTATION WITH THE Bar 


Today, it is required by law under the Administrative Procedure 
Act that before rules are adopted all regulatory agencies must follow 
certain procedures of consultation.’ 


But since its earliest days and, indeed, before the Commission was 
established (when the Federal Trade Commission was given the ad- 
ministration of the Securities Act of 1933), such a policy was 
adopted. Frequently consultation was with investment bankers and 
securities dealers, but overwhelmingly the discussion has been with 
members of the bar. 


A. A major area for discussion has been the making by the Com- 
mission of important overall policy decisions. Thus, in 1934 and 
1935, one of the first tasks of the Commission was the adoption 
of forms for registration under the Securities Exchange Act of 
1934. Tremendous interest existed about the contents of these early 


517 CFR § 240.14 (Supp. 1959). 
617 CFR § 240.10b-5 (Supp. 1959). 
7 Administrative Procedure Act § 4, 60 Stat. 238 (1946), 5 USC § 1003 (1958). 
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forms, and it was a front-page scoop in the “Wall Street Journal” 
when a reporter obtained a tentative draft of the proposed Form 10, 
the general form for listed corporations. The drafts prepared were 
discussed not only in the Commission but by a great many skilled 
members of the bar, in a common search for full disclosure without 
undue burden on issuers. 

The Courts have spoken of the Commission and its staff as hav- 
ing, like other administrative agencies, expertise in its field. It is 
of course a fact that despite its expertise in administration, the Com- 
mission cannot have the experience in day-to-day operation of in- 
dustry and of the financial community that members of those com- 
munities themselves have. To harness that vast reservoir of knowl- 
edge it has been not only desirable but necessary for the Commis- 
sion to consult the industry directly or through its counsel. In the 
case of the 1934 act forms, when the Commission was new, the 
advice of the bar proved its worth in the adoption of practical and 
effective forms. The practice of consultation has continued to this 
day. 

Roiiions the discussion has been informal as in the case of 
the 1934 act forms. Sometimes it was open and public as in the 
case of the hearings on the proposed Competitive Bidding Rule. 
Sometimes it was done by circulation of proposed regulations for 
comment, as in the case of some revisions of the Proxy Rules. More 
recently, for instance, the proposals leading to the amendment of rule 
133 have been the subject of extensive discussions including public 
hearings. 

The benefits of this practice are obvious in terms of protecting the 
public while limiting regulation to the minimum necessary for that 
objective. 


B. Another area of consultation and perhaps an even more im- 
portant one, occurs not on the occasion of important overall policy 
decisions, but in the handling of individual cases. Here the Com- 
mission has from inception followed the practice of inviting con- 
sultation with members of the bar in advance of transactions to 
which the laws might be applicable. This policy aids the Commis- 
sion to secure enforcement of the statutes, at the same time per- 
mitting its rulings to be made in the light of the facts and business 
considerations which would not otherwise be available to it. The 
most familiar results of such consultation are the interpretive opinion 
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letter and the letter of deficiencies. This detailed technique of con- 
ferences as applied in innumerable forms, e.g., prefiling conferences, 
clearance of proxy statements, etc., presents a constant process of 
education of industry and the bar on one hand and of the Commis- 
sion and its staff on the other. 

This technique results in the solution quietly and without sub- 
stantial controversy of the overwhelming body of the questions 
which arise. The views of the Commission and of the persons sub- 
ject to its jurisdiction are accommodated. There is a ruling made 
after full consideration of the facts and discussion of the law, and 
acceptance by the other side of that ruling whether positive or 
negative. 

In many cases, the Commission’s comments, as in the case of 
disclosure, are in the nature of a polishing operation designed, e.g., 
to supply or emphasize facts necessary in its opinion to a more accu- 
rate prospectus. In such cases acquiescence to the Commission’s 
suggestion is often less time consuming than insistence on a contrary 
view, or even attempts to dispute the matter. 

I am reminded of one occasion of a heated declaration by a staff 
member that he would not permit a registration statement to be- 
come effective unless it disclosed a long list of factors which he 
proceeded to recite. This was met by an objection from the issuer’s 
counsel, not to the substance of the demands, but to the speed with 
which the staff member had recited them, since this prevented their 
being copied down for verbatim inclusion in the registration state- 
ment. This is, perhaps, an instructive exaggeration of the normal 
situation. 

IV. Tue Limrrep Rote or Court Review 


There remains an important area where members of the industry 
find themselves in substantial disagreement with the Commission, 
and must consider what remedy is available to them from a decision 
they believe to be unjust and contrary to the statute. In such cases, 
the overwhelming consideration is the tremendous discretionary 
power of the Commission and the practical difficulty in most cases 
of obtaining review by an impartial body in time and under circum- 
stances which would permit effective relief. The statutes of course 
specifically provide for judicial review of findings and rulings in 
certain cases, and similar access to the courts in others. Nevertheless, 
review is time-consuming and expensive, and neither time nor funds 
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may be available. Review is also surrounded in practice by certain 
substantive limitations. Thus, in addition to the substantial evidence 
rule which limits review in courts with respect to Commission de- 
cisions as well as the decisions of other agencies, the subject matter 
of the Commission’s jurisdiction is of such a technical and complex 
nature that judges are often reluctant to differ with an expert public 
body. To this is coupled a substantial reputation of the Commission 
in the courts, of which one testimonial lingers in my memory. On 
that occasion, when I rose to argue on behalf of the Commission in 
the Second Circuit, Judge Learned Hand, presiding, remarked: “Now 
we will hear from that sacred cow, the Securities and Exchange 
Commission!” 

Despite these obstacles to review, it is of course possible to obtain 
a reversal of an improper decision. This appears from the cases and 
even more clearly from the pleading files of cases which never come 
to final decision by court review. For even when the matter is in 
court, there is no obstacle to renewed discussions with the Commis- 
sion for a more amicable resolution of the problem. 


However, in the great majority of situations, either time or funds 
is not available. The most important of these by far normally, is 
time. The issuer, with a registration statement on file, and looking 
toward an early offering date, does not have the time, even if it has 
the funds and the inclination, to challenge in the courts the Commis- 
sion’s demands. The Commission’s discretion to deny acceleration 
of the effective date of a registration statement (a power, the exercise 
of which has been the subject of substantial controversy with im- 
portant elements of the bar) adds to the pressure for acquiescence. 
Proxy statements normally must be mailed for a meeting deadline 
or in case of a proxy contest to meet or anticipate the opposition’s 
next communication. The objection of the client usually subsides 
substantially when it is pointed out by counsel that litigation against 
the Commission may involve a delay of months, if not years. Ad- 
ministrative proceedings before the Commission, where they are 
appropriate, also involve substantial and perhaps greater delays. The 
fact of acquiescence in these circumstances of course does not mean 
that the Commission’s decision objected to is correct. What it does 
mean is that as a practical matter the Commission’s views must be 
accepted for want of time to obtain a court ruling. 


Furthermore, most companies and particularly securities dealers 
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are in no position to invoke their rights even if they have the in- 
clination, the time, and the funds. For the mere fact of public con- 
troversy with the Commission is damaging and may be fatal to a 
company relying as does a dealer, on public confidence. One strong 
and powerful banker, Otis & Co., had the determination and the 
funds to meet the Commission in the courts and elsewhere, and to 
vindicate itself after a six-year struggle.* Yet it was, at least during 
some of those years of controversy, required to retire substantially 
from the investment banking business. For issuers were understanda- 
bly reluctant to file registration statements with the Commission nam- 
ing as underwriter a banker under public attack by the Commission. 


Accordingly, the practical utility of access to the courts is very 
substantially limited. It is, nevertheless, available and may be used 
successfully. Further, the fact that court review is available and 
sometimes successful, is I believe an important restraint upon the 
Commission in the exercise of its power. 


This extensive power and substantially unreviewable discretion 
of the Commission of course creates an opportunity for abuse. Thus, 
the Commission has power to prevent and interfere with financing 
and to injure or destroy public markets for existing securities as 
well as the livelihood of persons subject to its jurisdiction. Such 
a power, if irresponsibly used, could be most destructive. It would 
seem that whenever time is not available to review or where the 
private party lacks the funds to challenge the Commission’s decision, 
the Commission should be especially careful to consider the rights 
of that party. It is not possible to assert that abuses in this respect 
have not occurred. However, the Commission’s public reputation 
establishes that it has, in general, used its powers with restraint. 
It has for example, generally held private hearings in broker-dealer 
cases. Unfortunately, and despite its experience in the Otis case, 
the Commission releases seem to reveal a recent tendency towards 
public hearings in such cases. Also, the increase of delisting pro- 
ceedings with suspension of trading rights, seems to be a regrettable 
technique of punishing investors rather than wrongdoers. These 
deviations and some others however serious, seem to me to be merely 
departures from the general policy of the Commission to use its great 
powers responsibly. 

Of course, as pointed out above, the Commission has generally 


8 Otis & Co., 35 SEC 650 (1954). 
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been willing to discuss with counsel the course of action to be 
taken in particular cases. Further, the Commission or its staff is re- 
strained not only by a normal desire to avoid injustice, but by a real- 
ization of the substantial injury which action may cause. 


It is in this framework that counsel for persons subject to the 
regulatory jurisdiction of the Commission has the problem of per- 
suasion of a Commission staff with almost absolute powers. 


V. ConsuULTATIONS BETWEEN THE COMMISSION AND THE PRIVATE 
PRACTITIONER 


The technique of persuasion under the circumstances is of course 
a very different one from that of argument before impartial courts. 
In the Commission forum legal argumentation is generally not a 
very fruitful area of discussion. For the staff’s and the Commission’s 
legal theories are usually firmly established in their minds and not 
subject to alteration by arguments of outside counsel. Nor are 
general factual arguments persuasive, because the Commission and 
its staff have a really remarkable background of experience arising 
from the vast number of factual situations in which they have had 
to deal in the past. Accordingly, the essential starting point for 
discussion is preferably the area in which the client and counsel 
are able to speak with special authority, the actual facts and business 
conditions of the particular transaction. Where argumentation is 
directed to the particular transaction, and where its merits can be 
made clear, it is frequently possible to obtain agreement or to enlist 
the ingenuity and experience of the staff in finding a solution which 
will allow the proposed transaction and also preserve those aspects 
of the public interest with which the Commission’s staff is concerned. 


Thus, I believe the prime responsibility of private counsel is to 
be as thoroughly familiar as conditions permit with the facts and the 
business conditions which lead to the transaction in which his client 
is engaged or desires to engage. So informed, he can consider when 
the underlying policy and statutory language fairly prohibit the 
transaction or can fairly be said to allow it. It is not impossible of 
course to persuade the Commission that a policy decision is in error, 
and sometimes it is necessary to attempt to do so. However, it is 
much more likely that counsel can achieve his desired result by ac- 
cepting the Commission’s views as to general policy and discussing 
its application to the special facts of his situation. 
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Of course, counsel in the service of his client is not required to 
discuss all transactions with the Commission. Indeed, he has an 
obligation both to his client and out of a decent regard for the 
demands on the Commission’s time, to take the responsibility on 
his own shoulders and to advise his client in many cases without 
consultation with the Commission. 

However, the acceptance of this responsibility requires more or 
less constant checking to see that the legal principles have remained 
as they were. For the Commission is, naturally, constantly reexamin- 
ing interpretations in the light of new developments. Although dur- 
ing the twenty-five years of its life, the Commission’s interpretations 
have been remarkably consistent, necessarily reexamination has re- 
sulted in modification of earlier ruling or reversals of well established 
principles. One example should suffice. Responsible counsel, at any 
time for twenty years before the Commission’s 1957 Sweet Grass 
opinion® could, without hesitation, have given a favorable opinion 
under rule 133'° without consultation that a normal statutory merger 
was not subject to registration under the Securities Act of 1933. 
Such a course would, however, have been thoroughly inadvisable 
in the months following the issuance of that opinion, with its broadly 
phrased observations on the limits of the rule. For once the Com- 
mission and the staff have rejected a former gospel and branded it 
heresy, it naturally appears to them necessary to stamp out that heresy 
even more vigorously than if it had never been accepted. According- 
ly, it is the obligation of counsel to be constantly aware in his client’s 
interest that the Commission’s interpretations are changing and that 
even ancient landmarks, such as rule 133, may disappear or be moved. 
Counsel must rely on his own opinion, but he must know whether 
that opinion is likely to receive acceptance of the Commission today, 
whatever its previous views may have been. Only then is he in a posi- 
tion properly to judge whether he may safely advise his client (a) 
without consultation with the Commission; (b) after simple advice 
to the Commission; (c) after a “no-action” letter from the Commis- 
sion, or (d) only after an opinion of the staff or the Commission. 

The process of administration by making the staff and itself availa- 
ble for consultation is one by which the Commission harnesses the 
self-interest of the industry. In exchange for relative assurance of a 





9 Great Sweet Grass Oils, Ltd., 37 SEC 683 (1957). 
1017 CFR § 230.133 (Supp. 1959). 
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firm legal position, the industry and its counsel are invited to bring 
their transactions to the Commission before they take place. 

Amicable resolution in such situations or a firm understanding 
beforehand that the Commission will react unfavorably to a trans- 
action, will settle the legal position for all practical purposes. No 
enforcement action by the Commission will be necessary, except 
in the unlikely eventuality that a specific adverse ruling is ignored. 
Thus, the desire of the Commission for enforcement of the statutes, 
and the desire of the industry and its counsel for legal certainty are 
meshed in a program which brings to the administration of the statutes 
the benefit of the knowledge of business conditions and the ingenuity 
of private industry, as well as the Commission’s own experience. 


Of course, the fact that accommodation to the Commission’s views 
is a necessary fact of life in most circumstances does not mean that 
there are not situations in which it is the obligation of counsel to 
insist on his position despite an indication of staff objection, and to 
place the issue squarely before the Commission whether it will seek 
to enforce the informal views of its staff. For example, there may 
be cases in which Commission counsel may be unwilling to express 
approval of an interpretation as applied to certain facts, yet upon 
the presentation of a well prepared, factually grounded legal opinion, 
the staff will feel that it has satisfied its responsibilities by advising 
that it will take no action or by merely withholding action. This 
leaves the responsibility upon issuer and counsel, without the pro- 
tection an affirmative opinion affords. Again, there are situations 
where, despite the obstacles which have been recited above, it is the 
obligation of counsel in his client’s interest to recommend resistance 
to a position of the Commission even though it may involve the 
likelihood or certainty of litigation. The decision to recommend 
acquiescence or non-acquiescence in disputed cases is perhaps the 
most difficult exercise of judgment counsel faces. 

The obligation placed upon counsel to keep up with Commission 
reappraisals of its own interpretations presents a challenge even to 
the experienced and specialized practitioner. On the other hand, 
it presents an even more substantial problem to the qualified and 
experienced corporate counsel who may be practicing in one of the 
smaller industrial cities. Even the most experienced and competent 
attorney of this kind may find it difficult to follow the intricacies of 
the interpretations given the statutes. In such situations, where 
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difficulties have arisen which required special counsel, it has seemed 
to me that the Commission’s staff has sometimes been insufficiently 
sympathetic to the failure of competent counsel from outside the 
great financial centers to comprehend concepts which appear self- 
evident to the staff only because they have lived with them for so 


long. 
VI. ConcLusIon 


From the point of view of the private practitioner, and I submit 
also from the point of view of public acceptance of the activities 
of the Commission, the availability of the staff for discussion is 
of central importance. Informal conferences in the offices of the 
Commission are the real front-line in the process of molding the 
administration of the laws in responsible channels and entitling the 
Commission to the public esteem it enjoys. The resolution of prob- 
lems and the recognition of the extent, as well as the limitation, of 
the Commission’s jurisdiction in such conferences serves the public 
interest by accommodation rather than general controversy. This 
does not mean of course that important disagreements resulting in 
disputes in the private and public forum are not consequential. How- 
ever, the nature of the limitation on court review of the scope of the 
Commission’s activity results in relatively few of the major issues 
being fought in an adversary forum. The basic shape of the ad- 
ministration of the statutes and the rulings by which the Commis 
sion’s record is judged, are hammered out, less in the courts and 
the hearing rooms, than in the staff and Commission offices in confer- 
ence between private counsel and Commission staff. 





THE LEGISLATIVE HISTORY OF THE 
SECURITIES ACT OF 1933 


James M. Landis* 
Landis, Feldman, Reilly and Akers, New York 


Personal reminiscences are a source of both profit and danger to 
the historian. Like oral testimony they can round out an arid story 
of documentation. But like oral testimony they can reflect not only 
an honest prejudice stemming from an incomplete view of the events 
to which they relate, but also facts that never occurred, simply be- 
cause barnacles of desire have during the years for one reason or 
another covered the buried hulk of truth. 

Naturally a sense of trepidation must therefore attach to anyone 
who draws upon recollections, now more than a quarter of a century 
old, to write the legislative history of the Securities Act of 1933. But 
documentation of this history is scanty’ and the act as such in its 
interpretation and administration may benefit from a better knowl- 
edge of its origins. To have had a part—and not an insignificant 


* A.B., 1921, Princeton; LL.B., 1924, S.J.D., 1925, Harvard Law School. Member, 
Federal Trade Commission, 1933-1934. Member, 1934-1937 and Chairman, 1935-1937, 
Securities & Exchange Commission. Dean, Harvard Law School, 1937-1946. Chair- 
man, Civil Aeronautics Board, 1945-1946. Member of District of Columbia and New 
York Bars. 


1 Some years after the passage of the Securities Act of 1933, I collected the various 
drafts and memoranda in my possession relating to its legislative history. They are 
by no means complete, although all the various drafts, usually containing my cor- 
rections and interlineations, seem to be there. However, I can no longer identify 
the source of some of the typewritten memoranda, which unfortunately were not 
marked at the time. I had all this material bound, and some years later gave the 
volume to the Harvard Law School Library, where it can now be found. Incomplete 
though this collection may be, it is the most extensive collection of these materials of 
which I am aware. It may be that a diligent search of the United States Archives 
may turn up some other material. 

Various popular articles written by reporters and others dealing with the passage 
of the Securities Act have been published in contemporary magazines. None of 
them are strictly reliable. They suffer from the tendency either to aggrandize or to 
belittle some of the chief actors in this episode. Legislative drafting is rarely exciting. 
It reminds one of the story attributed to Oscar Wilde, who had accepted an in- 
viation to spend a week-end in the country. His hostess, knowing his penchant for 
work, made a secluded study available to him. After breakfast on Saturday morning 
he repaired to the study. He reappeared at lunch time. His hostess dutifully asked 
him whether he had accomplished any work that morning. Getting an affirmative 
reply from him, she asked: “And what did you do this morning, Mr. Wilde?” He 
replied: “I put a comma into a sentence.” After luncheon he again secluded himself 
in the study and reappeared for dinner. Once more his hostess asked him: 
“And what did you do this afternoon, Mr. Wilde?” He replied: “I took that comma 
out of that sentence.” 
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one—in its creation and in its later administration thus imposes a re- 
sponsibility that, I hope, can be decently and humbly discharged. 

The act naturally had its beginnings in the high financing of the 
Twenties that was followed by the market crash of 1929. Even be- 
fore the inauguration of Franklin D. Roosevelt as President of the 
United States, a spectacularly illuminating investigation of the nature 
of this financing was being undertaken by the Senate Banking and 
Currency Committee under the direction of its able counsel, Ferdin- 
and D. Pecora. That Committee spread on the record more than 
the peccadillos of groups of men involved in the issuance and market- 
ing of securities. It indicted a system as a whole that had failed 
miserably in imposing those essential fiduciary standards that should 
govern persons whose function it was to handle other people’s money. 
Investment bankers, brokers and dealers, corporate directors, ac- 
countants, all found themselves the object of criticism so severe that 
the American public lost much of its faith in professions that had 
theretofore been regarded with a respect that had approached awe. 
As the criticism mounted, doubts as to the value of the very system of 
private enterprise were generated, and a wide demand was prevalent 
for the institution of procedures of governmental control that would 
in essence have created a capital issues bureaucracy to control not 
only the manner in which securities could be issued but the very 
right of any enterprise to tap the capital market. 

It is of interest to note that Mr. Roosevelt declined to endorse this 
demand. His message to the Congress on March 29, 1933, contains 
these two paragraphs: 


Of course, the Federal Government cannot and should not take 
any action which might be construed as approving or guaranteeing 
that newly issued securities are sound in the sense that their value 
will be maintained or that the properties which they represent will 
earn profit. 

There is, however, an obligation upon us to insist that every issue 
of new securities to be sold in interstate commerce shall be ac- 
companied by full publicity and information, and that no essentially 
important element attending the issue shall be concealed from the 
buying public.” 


Meanwhile the task of drafting the legislation to carry out this mes- 
sage had been assigned to Huston Thompson, a former member 





2 See H.R. Rep. No. 85, 73d Cong., Ist Sess. 2 (1933). 
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of the Federal Trade Commission, whose draft bill introduced on 
that very day was totally inconsistent with the President’s ex- 
pressed desires. That bill, which sought to institute a system of reg- 
istration of securities proposed to be offered, provided “that the 
Commission [the Federal Trade Commission] may revoke the reg- 
istration of any security by entering an order to that effect, if upon 
examination .. . it shall appear . . . (e) that its [sic] or their affairs 
are in unsound condition or insolvent; or (f) that the enterprise or 
business of the issuer, or person, or the security is not based upon 
sound principles, and that the revocation is in the interest of the 
public welfare.” * 

The Thompson bill introduced by Mr. Rayburn in the House of 
Representatives and by Senator Robinson (for Senator Ashurst) in 
the Senate‘ was referred respectively to the House Committee on 
Interstate and Foreign Commerce and the Senate Committee on Bank- 
ing and Currency. Mr. Sam Rayburn was Chairman of the former 
and Senator Duncan U. Fletcher of Florida of the latter. The com- 
mittees thereupon proceeded to hearings upon the bill. 

The hearings before the House committee were brief but sufficient 
to disclose the unworkability of the Thompson bill. Its draftsman- 
ship was of decidedly inferior quality. It had based itself in large 
measure on the blue sky legislation of the states, but went beyond the 
most severe of these state statutes in lodging extensive powers to 
control the issuance and sale of securities in the federal government. 
It did not exempt sales of outstanding securities from its provisions, 
a factor that would have frozen dealing in securities inasmuch as 
registration was required regardless of whether other than a public 
offering of these securities was being made, exemption from the regis- 
tration requirements being accorded only to 


isolated transactions in which any security is sold, offered for sale, 
subscription, or delivery by the owner thereof, or by his representa- 
tive solely for the owner’s account, such sale or offer for sale, sub- 
scription, or delivery not being made in the course of repeated and 


3 H.R. 4314, 73d Cong., Ist Sess. § 6 (1933). 
4S. 875, 73d Cong., Ist Sess. (1933). 


5S. 875 was originally referred to the Senate Committee on the Judiciary but was 
moved over to the Committee on Banking and Currency, which had been conducting 
currently the investigation of investment banking and security trading. 
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successive transactions of a like character by such owner for the 
purpose of engaging in the purchase and sale of securities as a busi- 
ness, and such owner or representative not being the underwriter of 
such security.® 











The Thompson bill also, following the theory of the older liquor and 
child labor legislation, made it a federal offense, despite registration 
with the Commission, to offer for sale a security in a state in violation 
of that state’s blue sky laws. 













The Thompson bill also had an essential weakness in its registration 
requirements in that registration took effect immediately on the filing 
of the statement, with a power in the Commission to revoke registra- 
tion on the basis of inadequacy of the filing, misrepresentation, fraud 
or “the unsoundness” of the security.’ This device operated only to 
lock the barn door after the horse had been stolen, but at the same 
time it held an incalculable threat over the sellers of securities, so dire 
and yet so unpredictable that it is doubtful whether responsible in- 
vestment bankers would have willingly chosen to subject themselves 
to the possibility of its exercise. 

Integral to the deficiencies of the Thompson bill was that, like all 
state blue sky legislation of that time, it sought its controls through 
the requirement for the registration of securities rather than through 
the requirement for the registration of offerings of securities under 
circumstances when the public interest might deem it wise to institute 
a system of controls—controls that have to be moulded to the ability 
of the various types of sellers of securities to comply with their re- 
quirements. Issuers of securities, for example, can meet certain condi- 
tions that non-controlling holders who desire to market their holdings 
obviously cannot meet. This distinction, so important to any under- 
standing of the scope of the Securities Act of 1933, had never there- 
fore been recognized by the state blue sky laws.* Many of these laws 
still fail to draw this differentiation. 

The hearings before the House committee on the Thompson bill 
convinced Mr. Rayburn and his committee that that bill provided no 
































€ H.R. 4314, § 12(c), supra note 3. 
7 H.R. 4314, § 6, supra note 3. 

8 In this respect registration under the Securities Act of 1933 differs materially from 
registration under the Securities Exchange Act of 1934. The latter calls for the 
registration of securities in order to maintain their eligibility to be traded on the 
various stock exchanges. 
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basis for sound federal securities legislation. His deep concern over 
this matter was communicated to the White House and the White 
House in turn went to other sources for help. 

Professor Felix Frankfurter, now Mr. Justice Frankfurter, had 
been in close touch with the Roosevelt campaign of 1932. His as- 
sociations with the President-Elect and particularly the reputed head 
of his “Brain Trust,” Professor Raymond S. Moley, became even 
more frequent after the election. His wide knowledge of public 
law, his fertile mind, and his intimacy with the younger generation 
of lawyers upon whose help he could always count, made him in- 
valuable to the new administration. I happened to have had the 
good fortune of being closely associated with him both as a student 
and later as his colleague, having cooperated with him in the pro- 
duction of a book and several articles, none of which, however, 
dealt with securities legislation. As a recently appointed Professor of 
Legislation at the Harvard Law School, I had spent considerable 
of my time and that of my small class in an attempt to explore the 
nature and variety of the sanctions available to government to bring 
about conformance with its statutory mandates and in dealing with 
the nature of standards capable of reasonable enforcement. An under- 
standing of both problems seemed to me essential in order to grasp 
the elements of legislative draftsmanship. A particularly illuminating 
field, filled with challenge, had been state blue sky legislation. For 
the last years my seminar, as well as I, had been exploring this field. 
Little in the way of scholarly research had characterized that field 
and it had precipitated few judicial decisions of any consequence. 
Consequently, when in response to Rayburn’s concern, Moley turned 
to Frankfurter for assistance, he, in turn, asked me to assist him. I 
can recall well the morning of that request. It was a Thursday in 
early April and my next classes were scheduled for the following 
Monday. Frankfurter, however, thought that the job could be done 
over that week-end. We consequently left on the night train for 
Washington. 

The next morning in Washington we met with Benjamin V. Cohen 
and Thomas G. Corcoran. Cohen had been summoned by Frank- 
furter from the ranks of active practitioners. I was told he was a 
most brilliant man, knowledgeable in the field of securities, and that he 
possessed a gentle personality. My information was correct. Cor- 
coran I had known intimately since law school days. I knew of his 
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experience with the law firm of Cotton & Franklin in New York City 
and of his work with that firm in the securities field. Considerably 
disillusioned after 1929, Corcoran had come to Washington abetted 
by Frankfurter and was then serving as counsel to the Reconstruction 
Finance Corporation. It was a strange team—Corcoran ebullient, mov- 
ing easily with the new forces in the administration, Cohen reserved 
and almost shy; but both brilliant and indefatigable workers. 


After a brief session with Frankfurter, where we determined to 
take as the base of our work the English Companies Act® with which 
Cohen was very familiar, Cohen, Corcoran and I set to work. Frank- 
furter had other political duties to attend to. By late Saturday night 
we had a draft of the bill in reasonable shape. We had to work 
under certain limitations imposed upon us by the fact of the Thomp- 
son bill. Tactically it seemed wise to shape our proposals as “per- 
fecting” amendments to that bill, with the result that our original 
bill embodied a number of proposals contained in the Thompson 
bill that were subsequently happily discarded.” The core of the 
Securities Act of 1933 is, however, to be found in that hurried draft 
of ours. 


Our draft remained true to the conception voiced by the President 
in his message of March 29, 1933 to the Congress, namely that its 
requirements should be limited to full and fair disclosure of the nature 
of the security being offered and that there should be no authority 
to pass upon the investment quality of the security. This, of course, 
is the theory of the English Companies Act, but to the sanctions of 
that act we added the right of the Commission to suspend the registra- 
tion of any security if inadequate compliance with the stated re- 
quirements for disclosure or misrepresentations of fact were found 
to exist in its registration statement. We also provided for the pas- 





2 The Companies Act, 1929, 19 & 20 Geo. 5, c. 23. 

10 Among these was the section making it a federal crime to sell a security in inter- 
state commerce whose sale, had it occurred wholly within the borders of the state 
of the buyer, would have violated that state’s law. On the other hand, the die had 
been cast in favor of the Federal Trade Commission as the agency to administer the 
act. Its reputation as an effective regulatory agency during the Harding-Coolidge- 
Hoover era had admittedly not been of the highest, but we understood that the 
administration intended to restaff and re-invigorate it. Under its General Counsel, 
Robert E. Healey, it had been conducting a remarkably thorough and penetrating 
study of the utility holding company industry, laying bare the crazy quilt pattern of 
holding companies that had developed in order to centralize control of these vast 
systems through relatively small investments. Apart from this investigation and a negli- 
gible study in blue sky legislation, neither the members nor the staff of the Federal 
a Commission had had experience with securities, especially the manner of their 
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sage of a period of time before a registration statement could become 
effective, giving the Commission power during that period to issue 
a stop-order because of misrepresentation or inadequacy of disclosure. 
To avoid the delays of bureaucracy we insisted that time should 
run in favor of the registrant in the absence of any affirmative action 
by the Commission. This device of a waiting period, then completely 
novel, in our opinion would accomplish several things. It would 
slow up the procedure of selling securities and the consequent pres- 
sures that the underwriters could exert upon their selling group or 
other dealers to take sight unseen an allotment of the issue. It would 
give an opportunity for the financial world to acquaint itself with the 
basic data underlying a security issue and through that acquaintance 
to circulate among the buying public as well as independent dealers 
some intimation of its quality.’ It also gave the Commission a pre- 
ventive power to keep issues off the market, the filed data on which 
were inadequate or false. Finally, through such a device, underwriters 
and dealers would have some assurance, although never conclusive, 
that no precipitate action of the Commission would leave them in 
the midst of an offering with bundles of legally unsalable securities 
on their shelves. 

The registration requirements with respect to the scope and extent 
of disclosure, which as amended now comprise Schedules A and B of 
the Securities Act, were both tightened and expanded—a task in 
which Cohen was a particular help. The civil liabilities of the regis- 
trant, its officers, directors and experts, drawn generally from the 
English Companies Act, were carefully revised. We were par- 
ticularly anxious through the imposition of adequate civil liabilities to 
assure the performance by corporate directors and officers of their 
fiduciary obligations and to impress upon accountants the necessity 
for independence and a thorough professional approach.” 


11 The device of the “red herring” prospectus, which developed later, was in 
accord with this concept. Admittedly we were not aware of a difficult problem that 
bedevilled the Securities and Exchange Commission until 1954: drawing a differentia- 
tion between the pre-sale circulation of information relating to a forthcoming security 
issue and the use of this information as a basis for soliciting clandestine offers to 
buy prior to the effective date of a pending registration statement. See § 5(c) of the 
Securities Act of 1933, as amended, 68 Stat. 684 (1954), 15 U.S.C. § 77e (1958). 


12 Despite the fact now generally recognized that the registration requirements of 
the Securities Act have introduced into the accounting profession ethical and pro- 
fessional standards comparable to those of other recognized professions, the then 
dean of the accounting profession, George O. May, of Price, Waterhouse & Co., was 
strangely opposed to our proposed requirements for independent accountants. See 
his undated memorandum on H.R. 4314, found in bound volume of memoranda, supra 
note 1. 
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The bill also came close to accurately carving out a differentiation 
between the registration of securities and the registration of offerings 
of securities. Throughout, its patent concern was primarily with the 
flow of securities from the issuer through underwriters to the public 
rather than with the subsequent buying and selling of these securities 


by the public.” It was, however, far from perfect on this point as ne 


well as in many of its other provisions. 

On Sunday, Frankfurter informed us that Rayburn had called a 
special meeting of his Committee for Monday to consider our draft. 
I arranged to put off my classes for a day, trusting to be able to take 
Monday’s night train back to Cambridge. Meanwhile both Cohen 
and I were disturbed that, although Frankfurter was familiar with 
the general outlines of our bill, he had not had the time to know it 


in all its details. Our disturbance was unnecessary. Monday morning 


we breakfasted with Thompson, who obviously knew his draft was 
unsatisfactory, explaining to him our mission as being one of suggest- 
ing “perfecting” amendments. Frankfurter, who had not joined us 
at breakfast due to his preoccupation with other political matters, 
met us on our way to the Committee room. He had the copy of the 
bill that we had given him the night before, but whether he had read 
it, and, if so, how carefully, none of us knew. 

In addition to the members of the House Committee, there were 
present at this private hearing Frankfurter, Thompson, Cohen, Bea- 
man, Perley and myself. Middleton Beaman had been for many years 
the chief legislative draftsman for the House of Representatives. 
Members of both political parties trusted him, and rightly so, for his 
complete impartiality and his competence. His function, as he al- 
ways saw it, was to put into effective statutory language the ideas, 
whatever they might be, of the sponsors of such legislation as might 
be referred to him. Allan H. Perley, who later succeeded him, was 
only slightly less able than Beaman. 

Frankfurter took the lead in the exposition of our draft. It was a 
brilliant performance. Questions of detail were referred by him to 
Cohen and to me, but he handled the main structure of the bill 
magnificently as well as the relationship of this bill in the nature 
of a “perfecting” amendment to the Thompson bill. The session, 
punctuated by questioning from members of the Committee, con- 





13 The bill thus exempted all securities issued prior to its enactment provided that 
they had been genuinely offered for sale as a medium of investment. 
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tinued throughout the morning. We adjourned for lunch and re- 
sumed in the afternoon. It was difficult for me to assess the effect of 
our draft upon the Committee, particularly on Rayburn, whom I 
had never seen before. About five o’clock the meeting ended and 
the Committee held a brief executive session from which every non- 
member was excluded except Frankfurter. At its close, Rayburn 
and Frankfurter came out to talk to Cohen and myself, and Rayburn 
asked us to continue to work with the Committee and with Beaman’s 
office as consultants to perfect our draft. Upon Frankfurter’s as- 
surance that my classes at Cambridge could be covered, I agreed to do 
so. Cohen also was willing to continue. That night Frankfurter, I 
believe, left for Cambridge. Cohen and I stayed on, for what I be- 
lieved would be only another few days. It became almost two months. 

Middleton Beaman is a difficult man to describe. I had thought I 
knew something of legislative draftsmanship until I met him. The 
next days were spent in continuous conference with him and Perley 
at his offices deep in the bowels of the old House Office Building. 
For days Beaman would not allow us to draft a line. He insisted in- 
stead on exploring the implications of the bill to find exactly what we 
had or did not have in mind. He probed always for the extent and 
nature of those hiatuses that any proposed important legislation 
necessarily possesses. It was exasperating to both Cohen and myself. 
We would meet Corcoran in the evenings, inasmuch as his duties 
prevented him from giving his full time to this project, and give vent 
to our suspicions that this delay bore symptoms of sinister Wall Street 
plotting. We were wrong. It was these discussions that first evolved 
the exact scope that we wanted the Securities Act to cover. “Public 
offerings” as distinguished from “private offerings” proved to be the 
answer. The sale of an issue of securities to insurance companies or to 
a limited group of experienced investors, was certainly not a matter 
of concern to the federal government. That bureaucracy, untrained 
in these matters as it was, could hardly equal these investors for so- 
phistication, provided only it was their own money that they were 
spending. And so the conception of an exemption for all sales, other 
than by an issuer, underwriter, or dealer came into being, replacing 
the concept of “isolated transactions” theretofore traditional to blue 
sky legislation. There was also the problem of secondary distribu- 
tions, which had to be split as between distributions by controlling 
and non-controlling persons. The former was the only transaction 
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that could be controlled through registration requirements except 
for dealer transactions in the latter category during the time when 
the information on file was still current and accessible. The definition 
of “underwriter” in section 2(11) of the act proved to afford a 
solution to this problem. 

It was Beaman who evolved the phrase, now famous, which sup- 
planted our criterion that the registration statement must not be “in- 
complete” or include “any false or inadequate representation or mis- 
leading omission”. His plain language to the effect that a statement 
is actionable which “includes any untrue statement of a material fact 
or omits to state any material fact required to be stated therein or 
necessary to make the statements therein not misleading” has more 
than successfully withstood the test of time.™* 

Ten days elapsed between the time that the Committee considered 
our first draft and the print of another draft.” This draft was merely 
printed for our own purposes so as to bring together the numerous 
changes that had been made. It was not the subject of Committee 
consideration. It contains, however, the beginnings of the refinement 
of the language of the bill. It also contains the device of schedules 
setting forth in detail the items of information to be presented in the 
registration statement. I have no distinct memory of the origins of 
that device. I believe that it was probably due to Beaman’s desire 
to eliminate from the draft material not essential to its main structure. 
I do recall his comment that, handled as a schedule, it would probably 
be glossed over by the committee after that committee had exhausted 
its patience on the bill itself. In this he proved to be right. I believe, 
however, that he knew as well as we that the core of the registration 
requirements lay in these schedules. 

The House committee had created a subcommittee to deal with 
this legislation, consisting of five members, three of whom were 
Democrats and two Republicans.’* Its chairman was Sam Rayburn. 
It had been agreed between them that no publicity of any nature 
would be given to our work until a draft satisfactory to the sub- 
committee was reported out to the full committee. That agreement 








14 The ultimate phrasing was not evolved until the bill had passed both the House 
and the Senate and was committed to conference. 

15 Our draft was printed on April 10, 1933, the day after we first met the com- 
mittee. The next print is dated April 19, 1933, and bears the title “Confidential Com- 
mittee Print No. 1.” : 

16 The members of this subcommittee consisted of Sam Rayburn, George Huddleston 
and Clarence Lea, Democrats, and James S. Parker and Carl E. Mapes, Republicans. 
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was faithfully kept until almost the very last, despite the fact that 
Wall Street was aware that the Thompson bill had been discarded 
and that we were preparing a new draft. In addition to the new 
print of our original draft, five successive confidential committee 
drafts were printed and circulated among the subcommittee members. 
None of them “leaked,” with the exception noted below, although 
there was considerable speculation and concern about the nature of 
our work in the Wall Street Journal and other financial columns, 
particularly in the light of the dismay, not to say terror, that the 
Thompson bill had aroused. It amuses me in retrospect to recall that 
Cohen and I during those days had a room on the seventh floor of the 
Carleton Hotel. Just above us was J. P. Morgan, Jr., and his staff, 
who had been summoned to testify in the Pecora hearings. We 
frequently met in the elevator in the morning or in the evening. We 
naturally recognized him, but. we passed unnoticed, happy that our 
burrowing into the structure of that empire had no noticeable rever- 
berations above. 


Four revisions of our draft were completed before we were ready 
to meet with the subcommittee.’ Members of that subcommittee had, 
however, dropped in frequently in their individual capacity to make 
a suggestion or to inquire as to the meaning of a particular section. 
The number of exempted securities had been expanded. Municipal 
bonds, which we sought to include in our original draft, were made 
exempt for obvious political reasons. Securities of building and loan 
associations, savings and loan associations, and homestead associations 
were also excluded for similar reasons. Securities of common carriers 
issued subject to the provisions of section 20a of the Interstate Com- 
merce Act were exempted on the theory that otherwise there would 
be a dual jurisdiction by the Federal Trade Commission and the In- 
terstate Commerce Commission over these securities. Rayburn in- 
sisted on their exclusion despite our contention that the Interstate 
Commerce Commission exercised no controls over the manner in 
which railroad securities authorized under section 20a of the Inter- 
state Commerce Act could be sold. 

Two sessions of the subcommittee were held and further changes 
made, but none of major consequence other than the reduction of 
the statute of limitations from six to two years. 

When the bill was ready to be reported to the full committee a 
somewhat extraordinary circumstance occurred. Wall Street’s con- 
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cern over our work and its inability to see it in its formative stages 
has already been noted. Some friends of Moley, however, stirred 
him up to such a degree by misrepresenting to him the character of 
our work as well as our motives to the point that he insisted with 
Rayburn that a select group of New York lawyers versed in security 
matters should be given a copy of the bill and have an opportunity 
to express their views on it to the subcommittee. Rayburn was loath 
to agree to this procedure but finally acquiesced in it upon the con- 
dition that Cohen and I should be entitled to be present and make such 
comments as we might choose in defense of our handiwork. 

This meeting occurred on a Saturday morning. John Foster Dulles, 
A. I. Henderson and Arthur H. Dean constituted the group of New 
York lawyers.*’ Dulles started the attack. His preparation, however, 
had not been adequate. Allegations he made as to the import of the 
bill were incapable, as we pointed out, of substantiation. Rayburn, 
who is an expert in judging experts, exhibited considerable annoyance 
at these accusations, not merely on our account, but at Dulles’ al- 
legations that Rayburn was sponsoring legislation that would under- 
mine our financial system. Rayburn insisted that all that was being 
demanded was that the system should live up to its pretensions.” 
Henderson and Dean were far better acquainted with the details of 
the bill. Their criticism went primarily to certain technical features 
and much of it had merit. The subcommittee adjourned shortly after 
noon with the understanding that Henderson and Dean would meet 
with Cohen and myself that afternoon and consider their suggestions 
in detail. Rayburn led us to understand that whatever we accepted 
need not go back to the subcommittee for formal approval but could 
be incorporated in the bill as submitted to the full committee. We 





































17 They represented the Wall Street law firms of Sullivan & Cromwell ; and Cravath, 
DeGersdorf, Swaine and Wood, firms active in security matters of large moment. 
18 Similar allegations were not uncommon. A memorandum circulated by the In- 
vestment Bankers Association on the bill as passed by the House, dated May 6, 
1933, stated that its 
practical results . . . will be to suspend the underwriting or distribution of 
many capital issues by responsible persons. . . . The bill as a whole might be 
exceptionally deflationary in its effects because it affords unreasonable inter- 
ference with honest business. . . . The Act goes beyond publicity and, despite 
its protestations, would encourage the public to believe that the Government 
had accepted the duty of passing officially upon the safety of investments. 
Admittedly the Securities Act of 1933 in its original form did hamper the normal 
flow of capital into enterprise, a check which was not overcome until the 1934 
amendments were enacted. That check, however, in my opinion was due less to the 
provisions of the original act than to their misinterpretation, deliberate to a great de- 
gree, by the widely publicized utterances of persons prominent in the financial world 
together with their lawyers. 
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spent a long, hot afternoon with Henderson and Dean, ending with a 
number of technical changes particularly in the schedules to the bill 
that had not had a thorough going over by the subcommittee. 

The hearing before the full committee was public. Little basic 
opposition to the bill developed publicly. The changes made by the 
full committee were few. Two were, however, important. The first 
added to the list of exempted securities, which already included those 
issued by national banks, the securities of state and territorial banks 
if supervised by their respective governmental banking officials. The 
second expanded and also contracted the list of exempt transactions 
by exempting transactions by an issuer with or through an under- 
writer only so long as they did not involve a public offering. Under- 
writers could consequently participate in private offerings without 
the need for registration, but issuers could not make a public of- 
fering of their securities even though no underwriting might be in- 
volved. 


The report of the House committee, drafted by us, is an analysis 
of the bill. It is not important except insofar as it made clear the use 
of section 2(11) to define underwriters in such a manner as to re- 
quire registration of secondary public offerings by controlling per- 
sons. It pointed out also the danger of utilizing any mathematical 
formula to define the meaning of “control,” insisting that the question 
of control always raised an issue of fact determinable only under 
the circumstances of the particular case. 


In the House the bill went under a special rule because of its com- 
plexities and the danger that an unstudied amendment, apparently 
fair on its face, might unbalance the careful articulation of its various 
sections. This rule permitted the consideration of amendments only 
if they had the approval of the committee chairman. With Cohen 
at his side, Rayburn had complete control of the situation. The bill 
passed with scarcely a murmur of dissent. 

In the Senate an entirely different story was unfolding. The 
Senate had nothing but the Thompson bill to work on. Moreover, the 
Senate Committee on Banking and Currency was busy with its in- 
vestigation of securities transactions and securities markets. Pecora 
and his staff were occupied with this investigation and had no time 
to devote to other matters. Two lawyers formerly active with 
Thompson were attached to the Senate Committee but they had ad- 
mittedly neither the time to devote to it nor the experience that would 








42 THE GEORGE WASHINGTON LAW REVIEW 


allow them to be regarded as experts. The Senate legislative drafting 
service operates on different lines than that of the House. No one 
on its staff had the same authority and prestige as Beaman had on the 
House side and, furthermore, its services could be availed of by any 
Senator with the result that it did not have the time to spare for 
another major job.’® It became apparent fairly early that on the 
Senate side the bill would bumble along and that our hope for the 
side-tracking of that bill would have to rest upon an agreement in 
conference that the House bill would be the basis for the final draft. 


In the Senate, however, one major development had taken place. 
Senator Hiram Johnson of California had become interested in the 
debacle of the billions of foreign governmental securities that had been 
sold to the American public, primarily those issued by Latin American 
governments. They had been hawked to investors in the Twenties 
by many of the larger New York investment banking firms. Not 
only were most of these securities in default but the circumstances 
attending their issuance and sale reflected seriously upon the integrity 
of these underwriting houses. Senator Johnson naturally had a sym- 
pathy with those provisions of the proposed securities legislation that 
would subject foreign governmental issues in the future to controls 
of a type roughly comparable to those dealing with private offerings. 
But he also wanted to do something for the outstanding bondholders 
in the hope that their investments might to some degree be recouped. 
The existing intrusion of various protective committees had developed 
abuses almost as bad as those that surrounded the original issuance 
of these securities. With this in mind, he introduced into the Senate 
a bill to create a Corporation of Foreign Bondholders, whose directors 
would be appointed by the Federal Trade Commission and whose 
initial financing would come from the Reconstruction Finance Cor- 
poration. The directors would act as representatives of these de- 
faulted bondholders in negotiating with the foreign governments in- 
volved and see that the flow of any funds that might be made 
available, should go to the defaulted bondholders. Admirable as 
Senator Johnson’s motives were, his proposal immediately ran afoul 
of the State Department. That Department had a natural aversion 
to the creation of any independent governmental agency empowered 
to deal directly with foreign governments. Such an agency was only 





19 In the House only chairmen of committees could generally command the services 
of its legislative drafting staff. 
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too likely to pursue negotiations and take attitudes with our Latin 
American friends in direct conflict with those that the State Depart- 
ment was evolving in the development of its new Good Neighbor 
Policy. The State Department in lieu of the proposed Corporation 
of Foreign Bondholders, wanted to see the creation of a responsible 
non-governmental group to handle these problems so that the United 
States as a government would not have to take inconsistent positions 
at the same time and to the same nation. 


President Roosevelt stood in the midst of this conflict. Both policies 
were in a sense integral to his program but both could not be satis- 
fied at the same time. Senator Johnson’s cause was a popular and 
worthy one and in line with the general trend of the New Deal. 
On the other hand, his new Secretary of State, Cordell Hull, was not 
a person to offend with impunity. To place him and his Department 
in potential conflict with another agency of the government might 
in the long run be disastrous. Proponents of both sides of this issue 
sought the aid and assistance of the President, and both sides were 
given that aid and assistance but not quite at the same time. On one 
day the President would be quoted, probably correctly, in favor of 
Senator Johnson’s proposal. On the next, he would be found in the 
State Department’s camp. Senator Johnson, however, somehow suc- 
ceeded in getting his bill tacked on as an amendment to the Senate’s 
securities bill as a new Title II. He was backed up in all probability 
by many Senators who were willing to vote for it on the theory that 
its ultimate fate would be determined by the House and Senate 
Conference Committee which would have to reconcile the differences 
between the two bills. 


The rules of a Conference Committee are apparently not unlike 
those rules that govern collective bargaining negotiations. If they 
exist, and documentary evidence to that effect is to be found in Hine’s 
Precedents, they are observed as much in breach as in conformance. 
In theory the Conference Committee is supposed to reach some sort 
of a mean between the positions taken by the two Houses and should 
abjure the introduction of new matter. In fact, new matter, either 
consisting of new ideas or of extensive emendations to what the two 
Houses may have passed without too thorough a consideration, again 
and again finds its way into their reports and is adopted without op- 
position by both Houses. In theory also, the House and the Senate 
members of the committee each vote as a unit; in fact, the weaken- 














44 THE GEORGE WASHINGTON LAW REVIEW 





ing of any member on either side tends to bring about agreement. The 
atmosphere of a Conference Committee is tense where the committee 
is concerned with legislation that is other than routine. Its members 
are always members of the committees who have most actively 
sponsored the legislation in their respective chambers and have con- 
sequently developed strong predilections for the points of view that 
their hard won bills represent. 


It was in an atmosphere such as this that the Conference Committee 
met on a Monday morning in May. Senator Fletcher was the chair- 
man of the Senate group and Sam Rayburn headed the House delega- 
tion. Cohen and I were present, and Beaman and Perley were still 
with us. The two Senate advisers also were present at most of the 
sessions. The Senate, however, was most ably represented by a 
former student in my seminar in legislation, then attached to the 
Senate drafting service and later to become a chairman of the Securi- 
ties and Exchange Commission, namely Ganson Purcell. On the 
Senate side, there were such distinguished names as Carter Glass 
of Virginia, James Couzens of Michigan and Hiram Johnson of Cali- 
fornia.2° Senator Fletcher of Florida also commanded considerable 
prestige for his conduct of the Pecora investigations and his unwaver- 
ing support of his counsel amid a number of trying circumstances. 
The House, on the other hand, had no such distinguished personalities 
except for Sam Rayburn, although each of its members was far better 
acquainted with the subject matter at hand than the representatives 
of the Senate. 

Jockeying occurred at the beginning as to the procedures that 
should be adopted. In its midst Senator Glass, who had been rapidly 
scanning the House bill, broke out into a tirade to the effect that he 
was the proponent of legislation dealing with banks and their relation- 
ship to the sale of securities and that he wanted no interference with 
his handling of these issues.?* We pointed out to him that the House 
bill had carefully excluded from its operation all securities issued by 
banks, whether state or federal, as contrasted with the Senate bill 
which exempted only the securities issued by national banks, and also 


20 Senator Robert Wagner of New York was also a member of this Conference 
Committee. Although he signed its final report I cannot recall his appearance at any 
of the sessions. He was, of course, busily occupied at the time with other phases of 
the “Recovery Program”. 

21 This bill introduced by Senator Glass became the Banking Act of 1933, 48 Stat. 
162, as amended, 12 U.S.C. 227 (1958). See 48 Stat. 188 (1933), as amended, 12 
U.S.C. § 377 (1958). 
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that nothing in the House bill in any way conflicted with the pro- 
posals contained in his bill to divorce banks from their security 
affiliates. He growled, thumbed the bill for any further reference 
to banks, found none, and shortly thereafter left the committee 
never to reappear. 


Senator Fletcher, with the courteousness that always characterized 
him, suggested to Rayburn that he should accept the chairmanship of 
the committee at least for the first meeting. Rayburn agreed and 
shortly thereafter suggested that the first business was to come to 
a determination of which bill should become the basic working draft 
for the committee.” Rayburn quietly asked Senator Fletcher if he 
did not desire to make a motion on this matter. The Senator replied 
by moving that the Senate bill should be made the working draft. 
Rayburn took a vote on this motion and, finding that all the Senators 
voted for the motion and all the members of the House voted against 
the motion, applied the unit rule and declared that since the vote 
was a tie the motion failed of adoption and consequently the House 
bill would become the basic draft. That was the last we heard of 
the unit rule, and the last of Title I of the Senate bill except for an 
occasional reference to its provisions as a basis for comparison. 


Work moved reasonably smoothly thereafter and Title I was com- 
pleted by Friday. Senator Fletcher never requested to alternate the 
chairmanship and, absent any request from him, Rayburn continued 
to guide the proceedings. The committee met daily. Its sessions 
carried on throughout the mornings, the afternoons being occupied 
by sessions of the full House and Senate. The representatives of 
the House were assiduous in their attendance, the Senate members 
less so. The tenseness of the first day’s session became relieved as 
Rayburn made it plain that any suggestion of any Senator would 
receive the most careful consideration. A goodly number of sugges- 
tions came from Senator Townsend of Delaware, a Republican, who 
was in close touch with the financial world but who under no cir- 
cumstances would take their suggestions as commands or as ideas 


22 The two persons attached as experts to the Senate Committee had anticipated 
that this question would arise. Their loyalties being to the Senate, they had prepared 
and had printed a “Confidential Conference Committee Print” based on the Senate 
bill and embodying portions of the House bill that they believed might be sufficient 
to bring about acquiescence on the part of the House representatives. The result was 
an unbelievable patchwork. Their attempt to get this draft circulated in the Con- 
ference Committee was rudely but firmly brushed off by Rayburn. In the collection 
of documents referred to in note 1 supra, I characterized this draft as an “Abortive 
Conference Print.” It is, indeed, a collector’s item. 
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to hold on to in the face of a compelling argument to the contrary. 
In fact, friendship and mutual respect under Rayburn’s guidance 
developed friendships not only among the members but between 
the members and the staff. 

Cohen, Beaman, Perley and I took the opportunity these days gave 
us to improve further the Howse bill. The Investment Bankers As- 
sociation had suggested a series of amendments to the House bill, all 
of which had to be scanned carefully and most of which were dis- 
carded. The Federal Tr:de Commission submitted a carefully de- 
tailed memorandum, which I later learned was prepared by Baldwin 
B. Bane, later to become the first chief of its Division of Securities, 
commending the House bill despite the fact that the Commission’s 
Chief Counsel, Robert E. Healey, later to become one of the original 
members of the Securities and Exchange Commission, had favored 
and still favored the Thompson bill. Numerous other memoranda 
were filed with the committee or with the individual members. Re- 
quests were also made through them for consultation with the staff 
by lawyers and others, to which it was difficult not to accede. 


Four drafts of the bill found their way into print before the final 
draft was accepted. There were numerous changes made, of which 
the significant ones are noted in the Statement of the House Managers 
contained in the Conference Report as submitted to the House. The 
more important were the reduction of the waiting period from 30 
days to 20 days; the increase in the period of time during which a 
prospectus could be used from 12 to 13 months; the exclusion of 
governmental, state, municipal and bank securities from the fraud 
sections of the act;** the allowance of appeals to any Circuit Court of 
Appeals, given the appropriate venue, instead of confining them 
to the Court of Appeals for the District of Columbia; the final 
phrasing of the language (again suggested by Beaman) of what con- 
stitutes misrepresentation; the inclusion in the category of exempted 
securities, securities of farmers’ cooperatives and annuities issued by 
duly regulated insurance companies;** the grant of power to the 





23 Both mayors of cities and officials of the federal government concerned with 
financing seemed particularly sensitive on this point. They were joined by those 
underwriting firms who commonly distribute these types of securities, 

2t The history of this exemption is obscure. It appears originally in the Senate bill. 
Certainly, no one had any objection to the inclusion of annuity contracts when sold by 
life insurance companies in connection with their business of selling life insurance, 
which had already been exempted. The sale of traditional fixed value annuity con- 
tracts has long been a customary feature of the life insurance business and they 
are sold on the basis of representations similar to those that commonly attend the 
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Commission to give confidential treatment to certain types of material 
contracts; the exclusion of any liability with respect to experts named 
in the registration statement unless they had consented to the use of 
their names; and the elimination of the provision, carried over from 
the Thompson bill and already objected to by a minority of the 
House committee members,” making it a federal crime to sell securi- 
ties in a state if the sale, apart from its protection under the interstate 
commerce clause, would be in violation of state law. 


The Conference Report*® also deliberately contained language 
commenting upon the meaning of certain of the most contentious 
provisions of the bill in the hope that that language as an expression 
of the “intent” of Congress would control the administrative and 
judicial interpretation of the act. This is particularly true with respect 


sale of life insurance. See S.E.C. v. Variable Annuity Life Ins. Co. of America, 359 
U. S. 65, at 71, 81 (1959). Recently some life insurance companies sought to avail 
themselves of this exemption to claim a privilege to sell free from control by the 
Securities and Exchange Commission so-called variable annuity contracts where the 
contributions of the annuitant go not to building up a reserve which on maturity will 
meet the cost of a fixed value annuity contract, but to acquiring a pro rata interest 
in a balanced fund composed of equity securities and bonds so as to give the annuitant 
the opportunity to profit from such capital appreciation, if any, as might char- 
acterize this fund. In essence these variable annuities are similar to contractual plan 
mutual funds now regulated under both the Securities Act of 1933 and the Invest- 
ment Company Act of 1940. No member of that Conference Committee could possibly 
have envisaged that some two decades later the traditional annuity contract would be 
turned into this type of a pro rata interest in a group of securities. Nevertheless, a 
United States District Court and the United States Circuit Court of Appeals for the 
District of Columbia came to the conclusion that these variable annuities were exempted 
from the act. These courts were reversed by the Supreme Court of the United States 
by a 5-4 vote. See S.E.C. v. Variable Annuity Life Ins. Co. of America, supra, re- 
versing 257 F.2d 201 (1958), which had aff’d 155 F. Supp. 521 (1957). Mr. Justice 
Harlan, dissenting in that case, misreads the history of the Securities Act of 1933 
in several respects. He utilizes memoranda and hearings on the Thompson bill 
(S. 875, supra note 4 and H. R. 4314, supra note 3), which, of course, was supplanted 
by H. R. 5480, 73d Cong., Ist Sess. (1933). See 359 U.S. at 97. In discussing § 3(a) 
(8) of the House bill, he neglects to point out that that section did not then contain 
an exemption for annuities but only for insurance policies. Jd. at 98. Our use of 
the words “like contracts” in the House Report was merely super-precautionary to 
cover contracts of whose existence we had no knowledge but which had the same 
features as an insurance contract but might go under some other name. A plain 
annuity contract and an insurance contract are hardly “like contracts.” It is true 
that we did not include annuity contracts in the exemption. This was probably an 
oversight for there was no opposition at the conference stage to their inclusion. Mr. 
Justice Harlan’s reference to $ 18 of the Securities Act (Jd. at 100, n. 6) fails to 
recognize that this was a substitute for the severer § 18 that, following the old Denison 
bill, made violation of state blue sky laws a federal crime and that the substituted 
section was intended, as is obvious from its language, to indicate that the act did not 
override state blue sky laws. One truth implicit in Mr. Justice Harlan’s dissent is 
that, if the sale of variable annuities had been a flourishing business of insurance com- 
panies in 1933, they would in all probability have been specifically exempted. Such 
is the political power of life insurance. 
25 See H.R. Rep. No. 85, 73d Cong., 1st Sess. 27-30 (1933). 


26 H.R. Rep. No. 152, 73d Cong., Ist Sess. (1933). 
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to the nature of the fiduciary obligations assumed by officers and 
directors of a registrant. It seemed impossible to define in statutory 
language the extent to which a fiduciary might lawfully delegate 
his duties to others. In lieu of such an effort, resort was made to 
general language in the report to indicate that a goodly measure of 
delegation was justifiable, particularly insofar as corporate directors 
are concerned.?" 

The bitterest struggle between the House and Senate members of 
the Conference Committee concerned the civil liability that should 
be imposed upon the officers and directors of the registrant. The 
Senate bill imposed a liability akin to that of insurer’s liability with 
respect to the accuracy of the statements made by them in the regis- 
tration statement. The House bill, on the other hand, held this liabili- 
ty to the standard of due care, recognizing that the due care involved 
was that of a fiduciary. The victory of the House representatives on 
this issue was important. A contrary result would obviously have 
imposed an unjust and insurmountable burden on those who have the 
responsibility for the conduct of corporate enterprise. 

With the conclusion of the conference work on Title I, the com- 
mittee on Saturday morning turned to the problem of Title [[—the 
Corporation of Foreign Bondholders Act. For some days the ques- 
tion of what to do with Title II had bothered Rayburn. It had also 
worried Cohen and myself who wished no part of the controversy 
between Senator Johnson and the State Department but were worried 
by the fear that that controversy might imperil the Title I legisla- 
tion. Rayburn, who was quite willing to follow any suggestion that 
the President might make, had asked Senator Johnson to get a defini- 
tive answer one way or the other upon the question. Saturday morn- 
ing no such answer had yet been received and Rayburn was in a 
quandary as to what to do. After some discussion Senator Johnson 
suggested to Rayburn that he should telephone the President directly 
and see if he could get an answer to the problem. Rayburn requested 
me to accompany him to an adjoining room presumably on the theory 
that I might be helpful in answering such technical questions as 
might arise. I listened in on the conversation. The sum and substance 
of it was that the President had no idea as to what to do and ended 
up by telling Rayburn to do whatever he thought best. 

This left Rayburn in exactly the same position in which he had 


27 Id. at 26. 
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been all week. This was when I thought of adding to Title II the 
provision that that title should take effect only if, and when the 
President determined that it should do so in the public interest and 
issued a declaration to the effect. Rayburn recognized that, if 
Johnson would accept this provision, it would put the problem 
squarely back in the lap of the President and make possible the im- 
mediate passage of both Title I and Title II. I hastily drafted the 
provision and we returned to the committee room. I explained the 
provision to Senator Johnson and the committee. Beaman started 
to question the constitutionality of the provision as being an un- 
constitutional delegation of legislative power to the President. Al- 
though I had my doubts as to its validity and still retain them,” 
I argued in behalf of its constitutionality. Cohen joined me, and 
Beaman, realizing the quandary in which the President had put Ray- 
burn, ceased to advance any further objections. We turned hope- 
fully to Senator Johnson to get his agreement. To our amazement 
he accepted it without further argument. The Conference Com- 
mittee’s labors thus came to an end. There remained only the passage 
of the bill. 

I did not wait for that action. I had been away from my teaching 
post for some two months and the passage of the bill was now a 
certainty. All of the Republican representatives of the House had 
signed the Conference Report. None of the Republican Senators 
had done so, although they voiced no disagreement to the report. 
It passed both Houses with no substantial opposition and on May 27, 
1933, became a law. 

Hardly a fortnight later the Federal Trade Commission requested 
me to return as a temporary consultant to assist them in setting up the 
administration of the act. I understood the request had the President’s 
benediction and I could not refuse. A new period of service there- 
upon began which ended a year later with the passage of the 1934 
Amendments to the Securities Act, the passage of the Securities Ex- 
change Act of 1934 and the creation of the Securities and Exchange 
Commission, now already twenty-five years young. That story, far 
different in its contours, is too long to be set forth here. If it is 
worth the telling, another chapter must be written. 


28 Cf. Buttfield y. Stranahan, 192 U. S. 470 (1904). 
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I. INTRODUCTION 





The purpose of this article is to discuss the organizational structure 
of the Securities and Exchange Commission and its various operating 
divisions and offices in a manner designed to clarify an understanding 
of their respective functions and salient procedures and practices. 
Only incidental treatment will be given to matters of substantive law, 
the policies, purposes and requirements of the various federal securi- 
ties statutes’ being referred to only where necessary to make the 
explanation of procedures and practices meaningful. 

Fair, impartial and objective treatment to all persons subject to the 
jurisdiction of the statutes administered by the Commission is the 
touchstone for its conduct. In administering the intricate statutory 
fabric of providing protection to investors in corporate securities, 
the Commission is guided by two fundamental principles—adequate 
disclosure and due process—which constitute the foundation for all 
of its substantive and procedural operations.” 






















* A.B., 1940, Yale University; LL.B., 1947, University of California, Hastings Col- 
lege of Law. Member of the California Bar. Member of the Securities and Exchange 
Commission. The work performed by Richard W. Walden, the author’s legal assistant, 
in collecting material for the footnotes is gratefully acknowledged 

1 Securities Act of 1933, 48 Stat. 74, as amended, 15 U.S.C. §§ 77a-aa (1958) ; 
Securities Exchange Act of 1934, 48 Stat. 881, as amended, 15 U.S.C. §§ 78a-hh 
(1958) ; Public Utility Holding Company Act of 1935, 49 Stat. 803, as amended, 15 
U.S.C. § 79 (1958); Trust Indenture Act of 1939, 53 Stat. 1149, as amended, 15 
U.S.C. §§ 77aaa-bbbb (1958); Investment Company Act of 1940, 54 Stat. 789, as 
amended, 15 U.S.C. §§ 80a-1 -52 (1958); Investment Advisers Act of 1940, 54 Stat. 
847, as amended, 15 U.S.C. §$§ 80b-1 -21 (1958). The Commission also serves in an 
advisory capacity to the federal courts in reorganizations arising under Chapter X 
of the Bankruptcy Act, 52 Stat. 883 (1938), as amended, 11 U.S.C. §§ 501-676 (1958). 


2 The alternative standards of public interest or protection of investors are common 
to all the acts. The Public Utility Holding Company Act of 1935, 49 Stat. 803, as 
amended, 15 U. S. C. § 79 (1958) sets forth the additional alternative of consumer 
protection. To illustrate one instance of a standard permeating the whole of the 
statute, the reader may refer to the requirement of “full and fair disclosure” under 
the Securities Act as found in the preamble to the act. 
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II. ORGANIZATIONAL STRUCTURE 


The essential concept underlying the organizational structure of 
the Commission is functional. Assignment of responsibilities to its 
various divisions and offices arising under the statutes it administers 
is determined by the nature of the problem, and not by the particular 
statute, involved.® 


Administration of the disclosure requirements embodied in the 
various federal securities statutes is assigned to the Division of Cor- 
poration Finance. Securities trading problems are delegated to the 
Division of Trading and Exchanges. Regulatory matters involving 
public utility holding company systems and investment companies 
and advisory functions under Chapter X of the Bankruptcy Act are 
handled by ‘the Division of Corporate Regulation. These three major 
operating divisions of the Commission are > located j in the Washington, 
D.C. headquarters office and report directly to the Commission. In- 
vestigative and anti-fraud enforcement work and inspections of 
broker-dealer firms are performed primarily in the ficld by the re- 
gional and branch office,* subject to the supervision and direction of 
the appropriate operating divisions, depending upon the subject mat- 
ter involved. 

In addition, the Commission is organized into five offices. The 
Office of Opinion Writing assists the Commission in revewing the 
record of, and preparing opinions on, all quasi-judicial matters. The 
Office of Hearing Examiners consists of officers who are designated 
by the Commission to preside as quasi-judicial hearings and adminis- 
trative examinations. The Office of Chief Accountant advises the 
Commission and the various divisions and offices on accounting and 
auditing matters. The Office of General Counsel directs litigation 
arising under all the federal securities statutes, reviews all reports rec- 
ommending criminal prosecution for referral to the Department of 
Justice and renders interpretative advice on novel problems arising 
under all the statutes administered by the Commission. The Office 
of the Secretary performs the ministerial functions of recording the 


Commission’s minutes and issuing and authenticating all Commission 


3A similar view of the Commission’s organization was taken in Monograph of the 
Attorney General’s Committee on Administrative Procedure, pt. 13 (1941), S. Doc. 
No. 10, 77th Cong., Ist Sess., 11 (1941). 

Commission has nine regional offices and eight branch offices of the regional 
Offices. 
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orders. The Secretary also has the duties of preparing and releasing 
public announcements of Commission actions. 

The chief administrative official of the Commission is the Executive 
Director, who is responsible for the administrative direction of all 
divisions and offices, both in the headquarters office and in the field. 

This functional arrangement of its operations is designed to achieve 
three principal objectives: to secure in the members of the Commis- 
sion maximum control over policy making; to create the most effective 
possible mechanism for enforcing compliance with the federal securi- 
ties laws; and to provide the greatest possible assistance to public 
investors and to the regulated industries in achieving compliance with 
the various acts. 


Ill. INDEPENDENT STATUS OF THE COMMISSION 


The Commission is an independent regulatory agency exercising 
executive, quasi-judicial and quasi-legislative powers.° It is composed 
of five members each appointed for a term of five years by the Presi- 
dent of the United States subject to the advice and approval of the 
Senate.® The terms are staggered, permitting one vacancy to occur 


in June of each year. The statutory requirement that no more than 
three members may belong to the same political party insures bi- 
partisanship.” 

The Commission functions in an independent orbit outside of the 
three traditional branches of the federal system.* However, although 
it is not a component of either the executive, legislative or judicial 
branches, the absolute independence of the Commission is limited 
by explicit responsibilities running to both the Executive Branch and 
to the Congress, and both these branches possess specific powers relat- 
ing to its operations. In addition, its final orders are, of course, subject 
to judicial review.° 

With regard to the Executive Branch, the Commission has the 


5 BuacHty & OATMAN, FEDERAL REGULATORY ACTION AND ConTrROL 42-44 (1940). 

6 48 Stat. 885 (1934), as amended, 15 U.S.C. § 78d(a) (1958). 

7 Ibid. 

8 See Humphrey’s Executor v. United States, 295 U.S. 602 (1934) for a discussion 
of the independent character of such regulatory commissions in the federal govern- 
mental scheme. Cf. Wiener v. United States, 357 U.S. 349 (1958). 

948 Stat. 80 (1933), as amended, 15 U.S.C. § 77i(a) (1958); 48 Stat. 901 (1934), 
as amended, 15 U.S.C. § 78y(a) (1958) ; 49 Stat. 834 (1935), as amended, 15 U.S.C. 
§ 79x(a) (1958) ; 53 Stat. 1175 (1939), as amended, 15 U.S.C. § 77vvv(a) (1958) ; 
54 Stat. 844 (1940), as amended, 15 U.S.C. § 80a-42(a) (1958); and 54 Stat. 855 
(1940), as amended, 15 U.S.C. § 80b-13(a) (1958). 
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obligation of submitting its appropriation requests for inclusion in 
the President’s budget to the Bureau of the Budget for approval or 
revision.*° The Commission also submits its legislative proposals 
and comments to the Bureau for consideration." Furthermore, its 
petitions for certiorari and briefs in the United States Supreme Court 
are approved by the Solicitor General.’* Under the Reorganization 
Act of 1949," the President of the United States is granted extensive 
powers to reorganize various agencies, including the Securities and 
Exchange Commission. Pursuant to that act, Reorganization Plan 
No. 10 of 1950'* was promulgated. By this executive plan, the Presi- 
dent transferred the executive and administrative functions of the 
Commission to its Chairman, who is designated by the President. 


On the other hand, under the Reorganization Act of 1946,” the 
Congress vested specific authority in certain of its standing commit- 
tees to exercise continuous watchfulness of the execution of the laws 
entrusted to various administrative agencies, and placed the Com- 
mission under the jurisdiction of the Interstate and Foreign Com- 
merce Committee of the House of Representatives and the Commit- 
tee on Banking and Currency of the Senate.**® The Commission is 
required to report on its operations to, and is subject to investigation 
by, these parent committees or their subcommittees. The various 
statutes administered by the Commission also obligate it to submit 
to the Congress an annual report on matters within its jurisdiction.” 


Subject to these specific controls, the independent status of the 
Commission is preserved, and neither the executive nor the legislative 
branches has any power of direction or control over the Commission 
in the exercise of its administrative or executive functions and its 
quasi-judicial and quasi-legislative responsibilities. 


1064 Stat. 834 (1950), 31 U.S.C. $23 (1952). 

11U.S. Bureau of the Budget, Bureau of the Budget Circular No. A-19, Revised 
(June 14, 1954). 

12 45 Stat. 54 (1928), 5 U.S.C. § 309 (1958). 

13 63 Stat. 203 (1949), as amended, 5 U.S.C. § 133z-15 (1958). 

1415 Fep. Rec. 3175 (1950). 

15 60 Stat. 932 (1946), 2 U.S.C. § 190(d) (1958). 

16 See 60 Stat. 815 and 826 (1946), respectively, for the jurisdiction of the Senate 
and House standing committees. 


17 48 Stat. 901 (1934), as amended, 15 U.S.C. $§ 78w(b) (1958) ; 49 Stat. 834 (1935), 
as amended, 15 U.S.C. § 79w (1958) ; 54 Stat. 845 (1940), as amended, 15 U.S.C. 
$ 80a-45(a) (1958) ; 54 Stat. 857 (1940), as amended, 15 U.S.C. § 80b-16 (1958) ; and 
Section 3 of the Act of June 29, 1949, amending the Bretton Woods Agreements Act, 
63 Stat. 298 (1949), 22 U.S.C. § 286k-1 (1952). 
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IV. Due Process AND SEPARATION OF FUNCTIONS 





Scrupulous adherence to the essence of due process through recog- 
nition of the separation of functions principle has traditionally been 
a hallmark in the conduct of the Commission’s operations, even 
prior to the enactment of the Administrative Procedure Act of 1946." 
From its inception the Commission has recognized the existence of 
possible prejudice to the rights of litigants where prosecuting and 
adjudicating functions are exercised by the same persons. 

Internal separation of functions in adjudicatory proceedings is now 
preserved by statutory mandate. By section 5(c) of the Administra- 
tive Procedure Act, any officer, employee or agent of the Commis- 
sion who engages in investigative or prosecuting functions in any 
such proceeding is prohibited from participating or advising in the 
decision, recommended decision or agency review. However, under 
rule 111(e)’® of the Commission’s Rules of Practice the parties are 
afforded an opportunity to agree upon procedures which might 
expedite proceedings by eliminating unnecessary formalities. Ac- 
cordingly, the parties may specify procedures which waive the filing 
of a recommended decision by the hearing officer or they may con- 
sent to have the interested division of the staff assist in the preparation 
of the Commission’s decision. 


The members of the Commission are, of course, vested with au- 
thority to act in three distinct capacities—to prosecute, to judge and 
to make rules—since section 5(c) of the Administrative Procedure 
Act is not “applicable in any manner to the agency or any member or 
members of the body comprising the agency.” *° Accordingly, the 
members of the Commission are permitted to, and as a matter of 
routine procedure do, perform in different roles respecting particular 
matters. Acting as a body, they order investigations and institute and 
decide the issues in quasi-judicial proceedings. It has been the con- 
sistent policy of the Commission, however, to distinguish its admin- 
istrative or executive powers from its quasi-judicial functions and 
to follow appropriate procedures in each instance to assure due 
process to litigants. 

In contrast to the performance of its quasi-judicial functions, the 
administrative or executive powers of the Commission are exercised 






































18 60 Stat. 237 (1946), 5 U.S.C. $$ 1001-11 (1958). 
19 17 C.F.R. $201.3(e) (1949). 
20 60 Stat. 239 (1946), 5 U.S.C. § 1004(c) (1958). 
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after consultation with the staff. For example, the institution 
of formal investigations of suspected violations of the securities 
statutes, or the issuance of orders noticing quasi-judicial hearings, or 
the referral of criminal cases to the Department of Justice for prose- 
cution are made by the Commission upon the recommendation of 
the staff without affording the putative violator a hearing before 
the Commission. Of course, the full constitutional rights of the sus- 
pected wrongdoer to defend himself against the charges of the Com- 
mission—by the opportunity to be apprised of the alleged violations, 
offer evidence, cross-examine witnesses, submit findings of fact, 
conclusions of law and briefs, have a recommended decision prepared 
by the hearing examiner who has presided at the reception of the 
evidence, present oral argument before the Commission, and have an 
independent review of the record and a final decision by the Com- 
mission—are fully preserved in the adjudicatory proceeding. 

The instant that an investigation is transmuted into a quasi-judicial 
proceeding through the issuance of its order noticing a hearing, 
the members of the Commission conscientiously refrain from engag- 
ing in ex parte discussions of any kind on the merits of the case with 
either the staff or respondent. Furthermore, its Office of Opinion 
Writing, which restricts its activities to assisting the Commission in 
its review of the record in quasi-judicial proceedings and to aiding 
the Commission in the preparation of the final decision, is completely 
insulated from investigating and prosecuting functions. Fair and 
impartial treatment of all litigants before the Commission is preserved 
by the maintenance of this objective posture assumed by both the 
members of the Commission and its Office of Opinion Writing under 
the panoply of the Administrative Procedure Act, the Commission’s 
Rules of Practice and their traditional recognition of the principles 
inherent in due process. 


V. ProcepureEs AND Practices rv Quasi-JuDICIAL PROCEEDINGS 


The most common types of quasi-judicial proceedings instituted 
under the statutes administered by the Commission involve denial 
or revocation of registrations of broker-dealers," stop orders sus- 
pending the effectiveness of registration statements,” suspension or 

21 49 Stat. 1378 (1936), as amended, 15 U.S.C. § 780(b) (1958). Also see 52 Stat. 
1075 (1938), as amended, 15 U.S.C. § 780-3 (1958), for the Commissioner’s 


authority to suspend or expel from membership in the National Association of Security 
Dealers, Inc. 


22 48 Stat. 906 (1934), as amended, 15 U.S.C. § 77(d) (1958). 
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withdrawal of the registration of a security from national securities 
exchanges,”* and the determination of exemptions under the Invest- 
ment Company Act” and the Public Utility Holding Company Act.”* 
These adjudicatory proceedings are conducted by the Commission 
in accordance with the standards of due process and the principle 
of separation of functions prescribed in the Administrative Procedure 
Act and the Commission’s Rules of Practice. 

By definition, under the Administrative Procedure Act, the reso- 
lution of certain problems of major significance arising under the 
Public Utility Holding Company Act, is deemed rule making and 
not adjudication. Section 2(c) of the Administrative Procedure Act, 
in defining “rule and rule making,” states that the term “rule” “includes 
the approval or prescription for the future of . . . corporate or finan- 
cial structures or reorganizations thereof . . . services or allowances 
therefore or of valuations, costs, or accounting, or practices bearing 
on any of the foregoing.” °° This part of the definition of “rule” 
supplements the statement that “Rule means the whole or any part 
of any agency statement of general or particular applicability and 
future effect designed to implement, interpret or prescribe law or 
policy or to describe the organization, procedure, or practice require- 
ments of any agency... .” 7” 

Accordingly, under the definition of “rule making,” which “means 
agency process for the formulation, amendment, or repeal of a 
rule,” ** the issues of integration and corporate simplification and 
the determination of allowances and fees arising under the Public 


23 48 Stat. 898 (1934), as amended, 15 U.S.C. § 78s(a) (2) (1958). Also see 48 Stat. 
898 (1934), as amended, 15 U.S.C. § 78s(a) (4) (1958) for the Commission’s authority 
summarily to suspend trading in any registered security on any national securities 
exchange for a period not exceeding ten days. The Commission’s rule 15c2-2, 17 
C.F.R. § 240. 15c2-2 (1949), defines as a “fraudulent, deceptive, or manipulative act or 
practice,” for any broker or dealer to induce a customer to purchase or sell (over the 
counter) any security during the period that the Commission has publicly announced 
suspension in trading of a listed security pursuant to 48 Stat. 898 (1934), as amended, 
15 U.S.C. § 78s(a) (4) (1958). 

24In particular see 54 Stat. 800 (1940), as amended, 15 U.S.C. § 80a-6(c) (1958), 
which grants authority to the Commission to exempt any matter from any provision 
of the act or rule thereunder. Also see 54 Stat. 806, 815 (1952), as amended, 15 U.S.C. 
§ 80a-10(f), 17 (b) (1958), for illustrations of specific exemptive powers of the 
Commission. 

25 See 49 Stat. 810 (1935), as amended, 15 U.S.C. § 79c (1958) for the Commission’s 
powers to exempt holding companies, subsidiaries and affiliates from the provisions of 
the act. The Commission also has other specific exempting powers under various 
sections of the act and rules thereunder. 

26 60 Stat. 237 (1946), as amended, 5 U.S.C. § 1001(c) (1958). 

27 [bid. 

28 [bid. 
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Utility Holding Company Act constitutes “rule making” because 
“corporate or financal structures or reorganizations thereof [and] 
. . . services or allowances therefor” are involved. In such proceed- 
ings, therefore, the separation of functions principle prescribed for 
adjudicatory proceedings in section 5(c) of the Administrative Pro- 
cedure Act is inapplicable. However, the Commission as a matter 
of policy has accorded the parties in these types of rule making 
proceedings all the procedural safeguards embodied in the Admin- 
istrative Procedure Act with respect to adjudicatory proceedings as 
well as those embraced in the Commission’s Rules of Practice, except 
that no recommended decision by the hearing officer is normally 
permitted. The Commission has considered that, absent special fac- 
tors, duplicate consideration by the hearing officer and the Com- 
mission of the complex problems of financial judgment and policy 
involved in deciding reorganization cases under the Public Utility 
Holding Company Act should be avoided. In these cases, it is usual 
that a recommended decision is prepared by the division, with the 
participants being accorded an opportunity to file exceptions and 
for the Commission’s decision to be prepared without the assistance 
of the division.” However, the parties may waive the requirement 
of an intermediary decision and agree that the division may assist 
in the preparation of the final decision of the Commission. 

With the exception of proceedings involving requests for con- 
fidential treatment, all adjudicatory hearings are public unless other- 
wise ordered by the Commission.*° Public hearings are ordered where 
the Commission believes that public disclosure of the charges and 
evidence will benefit public investors. Evidence is presented under 
oath or affirmation before a disinterested hearing officer,** who pre- 
sides at the reception of the evidence, prepares a recommended de- 
cision unless waived by all parties,®** and certifies the entire record 
to the Commission for final decision.** 

The parties are accorded reasonable opportunity to submit to the 
hearing officer proposed findings and conclusions and exceptions 
to the recommended decision and supporting briefs.** In addition, 

2917 C.F.R. § 201.9(c) (1949). 


3017 C.F.R. § 201.5(b) (1949). 

31“Tn any hearing for the purpose of taking evidence the hearing officer may with- 
draw from a case when he deems himself disqualified.” 17 C.F.R. § 201.5(d) (1949). 

32 17 C.F.R. § 201.9(b) (1949). 

33 17 C.F.R. § 201.9(a) (1949). 

3417 C.F.R. §§ 201.9(f), 10(a) (1949). 
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any person not named in the proceeding as a party may, at the dis- 
cretion of the hearing officer, be granted leave to be heard in any 
proceeding as to any matter affecting his interests.** He is then 
privileged to call, examine and cross-examine witnesses, offer docu- 
mentary evidence, file briefs, proposed findings, and conclusions, and 
make oral argument.** In some instances, particularly where a person 
may be aggrieved by an order of the Commission under the Securi- 
ties Exchange Act,*’ leave to be heard may not adequately protect 
his interests, and the Commission will admit him as a party if it is 
satisfied that such action will be in the public interest.** Any inter- 
ested representative or instrumentality of the United States or the 
several states becomes a party to any proceeding upon filing written 
notice of appearance.*® 

The moving party in the proceeding specifies the procedures con- 
sidered necessary or appropriate with reference to whether there 
should be a recommended decision by a hearing officer or another 
responsible officer of the Commission and whether the interested 
division may assist in the preparation of the Commission’s decision.“ 
The hearing officer on his own motion may, or at the request of any 
party will, hold conferences with the parties for the purpose of 
specifying or agreeing on procedural steps or for the settlement or 
simplification of the issues by consent of the parties.** All procedural 
applications, motions and objections during the course of the hearing 
are made to the hearing officer, who upon exception being taken 
to his ruling must, or on his own motion may, certify such matters 
directly to the Commission.** Oral argument before the Commission 
on motions or procedural applications is not heard unless the Com- 
mission so directs.** 

35 17 C.F.R. § 201.17(b) (1949). 


36 17 C.F.R. § 201.17(c) (1949). 

87 Jurisdiction to review orders of the Commission issued in a proceeding under the 
Securities Exchange Act is not conferred upon the Courts of Appeal unless the 
petitioner is a person aggrieved by the order and a party to the proceeding. 48 Stat. 
901 (1934), as amended, 15 U.S.C. § 78y(a) (1958). In Wallach v. SEC, 206 F.2d 
486 (D.C.Cir.1953), the court refused to review an order of the Commission revoking 
the registration of a broker-dealer for employing a salesman under a statutory disa- 
bility. The petitioning salesman had been offered the opportunity to be made a party 
to the Commission proceeding and had refused. 

38 17 C.F.R. § 201.17(d) (1949). 

39 17 C.F.R. § 201.17(a) (1949). 

40 17 C.F.R. § 201.3(e) (1949). 

41 [bid. Also see 17 C.F.R. § 201.5(e) (1949). 

4217 C.F.R. § 201.5(h) (1949). 

4317 C.F.R. § 201.6(b) (1949). 
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In regulating the course of the hearing, the Commission’s hearing 
officers have liberally construed the rules of evidence, and except 
where clearly irrelevant, immaterial or unduly repetitious, evidence 
is generally admitted subject to motions to strike and exceptions.** 
The relevancy and materiality of the evidence is passed upon by the 
Commission upon its independent review of the entire record. 


The Office of Opinion Writing assists the Commission in examining 
the record and preparing the final decision of the agency. The case 
is discussed by the members of the Commission with the Office of 
Opinion Writing, which then prepares a draft opinion in accordance 
with the instructions given by the Commission. When the draft 
opinion is completed, the style, reasoning and conclusions are care- 
fully studied by the Commissioners. Changes in form and substance 
may be made to accord with their composite views. The final de- 
cision of the Commission is subject to review in the United States 
Courts of Appeal upon petition by persons or parties aggrieved by 
the order issued by the Commission.** 


VI. Norice Procepure in Rute MakinGc 


In addition to the constantly changing, swiftly developing prob- 
lems encountered by the Commission in discharging its executive and 
quasi-judicial functions are its quasi-legislative responsibilities. The 
federal securities statutes grant to the Commission broad powers to 
promulgate rules and regulations in the public interest and for the 
protection of investors necessary to carry out the statutes’ purposes. 
The rules and regulations promulgated by the Commission under this 
extensive authority have far-reaching implications to the investing 
public, the securities industry, regulated companies and corporations 
seeking capital in the public markets. Accordingly, throughout its 
history the Commission has carefully observed the procedures that 
were subsequently adopted in the Administrative Procedure Act for 
giving adequate public notice of its intention to adopt rules and for 


4417 C.F.R. § 201.5(e) (1949). 
45 See statutes cited note 9 supra. Also see note 37 supra. 


46 For the provisions of general applicability see 48 Stat. 85 (1933), as amended, 15 
U.S.C. § 77s(a) (1958); 49 Stat. 1379 (1936), as amended, 15 U.S.C. § 78w(a) 
(1958) ; 49 Stat. 833 (1935), as amended, 15 U.S.C. § 79t(a) (1958); 53 Stat. 1173 
(1939), as amended, 15 U.S.C. § 77sss(a) (1958) ; 54 Stat. 841 (1940), as amended, 15 
U.S.C. § 80a-37(a) (1958) ; and 54 Stat. 855 (1940), as amended, 15 U.S.C. § 80b- 
11(a) (1958). The various acts also confer extensive authority on the Commission 
to promulgate rules and regulations of particular applicability. 
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allowing all interested parties to submit written, and frequently oral, 
comments on the subject.*7 The rule-making practices of the Com- 
mission, in fact, exceed the requirements of the Administrative Pro- 
cedure Act, since the notice procedure is also generally followed 
where “interpretative rules” and “general statements of policy” are 
proposed. The Administrative Procedure Act is specifically inap- 
plicable to these categories of rule making.** The experience of the 
Commission has demonstrated the wisdom of following the procedure 
of giving ample public notice regarding important rule-making pro- 
posals and of carefully considering the views of all persons. 


VII. ProcepurEes AND PRACTICES OF THE OPERATING DiVvIsIONs 


In this section the functional responsibilities of the various divisions 
will be treated by discussion of some salient aspects of their adminis- 
trative procedures and practices. 


A. Division of Corporation Finance 


The major responsibility of the Division of Corporation Finance 
is to process the registration statements required to be filed under the 
Securities Act by prospective offerors of securities. The basic concept 
of the act is the proscription that no person may, through the use 
of the mails or in interstate commerce, offer to sell any security until 
a registration statement as to such security has been filed with the 
Commission, or sell any security unless a registration statement is 
in effect as to such security, provided the security or the transaction 
is not exempt from the registration requirements. 9 The registration 
statement must include such items of financial and business informa- 
tion prescribed by statute and by the Commission’s rules and forms 
as to enable an offeree to make an informed investment decision.” 

Upon filing, the registration statement is assigned to one of the 
twelve sections within the division and is analyzed by a team of 
accountants, examiners and lawyers for compliance with the appli- 
cable disclosure standards. Under the statute a registration statement 


47 60 Stat. 238 (1946), 5 U.S.C. § 1003 (1958). 

48 Ibid. 

49 68 Stat. 684 (1954), 15 U.S.C. § 77e (1958). 

50 The basic information requirements of registration are found in 48 Stat. 88 (1933), 
as amended, 15 U.S.C. § 77aa (1958). The Commission, pursuant to the powers with 
which it is vested under 48 Stat. 78, 85 (1933), as amended, 15 U.S.C. §§ 77g, 77s(a) 


(1958), has prescribed different registration forms to be used for various classes of 
securities and issuers. 
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will automatically become effective at the expiration of 20 days unless 
an amendment is filed which starts a new 20 day period running or 
unless the Commission acts to make it effective at an earlier date. As 
promptly as possible after filing, the division generally sends a letter 
of comment (sometimes known as a “deficiency letter”) to registrant’s 
counsel advising whether in the view of the staff the material should 
be amended in any material respect to meet the statutory standards 
of disclosure. When the statement has been satisfactorily amended 
and upon receiving a request that the effective date be accelerated,™ 
the staff sends the prospectus (which is part of the registration state- 
ment) to the members of the Commission, together with a clearance 
memorandum which discusses the nature of the offering and the prob- 
lems that may have arisen in its processing. 


The acceleration procedure involves the exercise of the Commis- 
sion’s discretion to determine that, having due regard to the ade- 
quacy of the disclosure and the interest of public investors, the 
registration statement may become effective at a date earlier than 
20 days after its filing or the filing of an amendment to the registra- 
tion statement. Under section 8(a) and rule 460, the Commission, 
in ordering acceleration, must be satisfied that the standards of ade- 
quacy and clarity of information, as well as public interest and investor 
protection, are met.*? 


On the proposed effective date, the staff discusses the proposed 


5117 C.F.R. § 230.461 (Supp. 1959). 


52 In carrying out the standards of section 8(a), 54 Stat. 857 (1940), as amended, 
15 U.S.C. § 77h(a) (1958) ; Securities Act Rule 460, 17 C.F.R. § 230.460 (Supp. 1959), 
states that as a minimum, reasonable steps to make copies of the preliminary prospectus 
permitted by Securities Act Rule 433, 17 C.F.R. § 230.433 (Supp. 1959), available to 
each anticipated underwriter and dealer will be required to obtain acceleration, except 
in competitive bid offerings and securities being offered by companies described in the 
last sentence of section 24(d) of the Investment Company Act, 68 Stat. 689 (1954), 
15 U.S.C. § 80a-24(d) (1958). The note to rule 460 also specifies that the Com- 
mission considers the standards of section 8(a) may not be met and may refuse 
acceleration where, by any means, provision is made for idemnification against 
Securities Act liability by the registrant of a director, officer or controlling person of 
the registrant, or where registrant agrees to indemnify against Securities Act liability 
the underwriter or controlling persons of the underwriter, and a director, officer or 
controlling person of the registrant is such an indemnified person. Registrants may 
escape a denial of acceleration by securing a waiver by such indemnified persons or 
undertaking to submit to a court of competent jurisdiction the question of whether the 
payment of a claim of indemnification to such a person is against public policy as 
expressed in the act. Other grounds of possible denial of acceleration under the note 
to rule 460 involve the situations where the Commission is conducting an investigation 
of the issuer or certain persons connected with the issuer, where an underwriter of 
the offering does not meet financial responsibility under the net capital rule and where 
transactions by persons proposed to be connected with the offering may have artificially 
affected the market price of the security being offered, 
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offering with the Commission and the Commission decides whether 
to grant or deny registrant’s request for effectiveness. In granting 
the request for acceleration, the Commission, in effect, has determined 
that there appears to be no reason to believe that in its form the regis- 
tration statement fails to comply with the disclosure requirements 
and objectives and policies of the act. By its action in permitting a 
registration statement to become effective, the Commission has not, 
of course, in any way passed upon the merits of, or given its approval 
to, the security or to the registration statement or prospectus. When 
the Commission issues its acceleration order, the registrant’s agent 
for service or attorney is promptly advised by telegram and orally, 
if, as frequently happens, a representative of the issuer or underwriter 
is standing by, and the intricate machinery of securities distribution 
proceeds. 

If the Commission has reason to believe that the filing fails to 
comply with the disclosure standards, it denies registrant’s request 
for acceleration. Also, if the issuer, a controlling person or the under- 
writer has engaged in illegal sales activities during the pre-filing or 
pre-effective period, or effected transactions in the security which may 
have influenced its market price, the Commission may deny accelera- 
tion or delay its effective date for a period of time to permit the 
dissipation of the effect of the illegal activity or to observe whether 
the market price of the class of securities appears to have been 
affected.™ 

In the event of serious and substantial non-compliance with the 
disclosure requirements, as where essential information is willfully 
withheld or misrepresented or the filing is drastically inadequate, the 
Commission either authorizes an examination under sections 8(e) or 
20(a) of the act, generally non-public, to ascertain the true facts, or 
in commences a section 8(d) proceeding to develop a public record 
respecting the nature of the alleged inadequacies in the filing, which 
may lead to the issuance of a stop order against the registration state- 
ment. Depending on the facts adduced in the investigation, the Com- 
mission may either permit the filing to be amended or it may convert 
the investigation into a public stop order case.” 

53 See 48 Stat. 87 (1933), as amended, 15 U.S.C. § 77w (1958). In addition, Securi- 
ties Act Rule 425, 17 C.F.R. § 230.425 (Supp. 1959), requires a statement in bold face 


roman type on the cover page of every prospectus to the effect that the Commission has 
not approved the securities or the accuracy or adequacy of the prospectus. 


54 See last sentence of note 52 supra. 
55 Whether the record which is established in an investigation under either sections 
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In recent years, particularly during the current period of high 
market activity and price levels, the Commission has been concerned 
by an increasing number of registration statements that were either 
so substantially misleading or so seriously defective as to travesty the 
disclosure standards of the Securities Act. In these cases, the use of 
the letter of comment which was designed to assist registrants who 
have conscientiously attempted to comply with the act would be 
meaningless. The Commission, therefore, instructed the division to 
recommend stop order proceedings against these types of registration 
statements so that public investors would be apprised of the incom- 
petency or fraudulent motives of management and similar filings 
would be discouraged. 

A registration statement or any amendment or exhibit may be 
withdrawn only upon application to the Commission, and by rule 
477 the Commission will consent to the request if it finds that the 
withdrawal is consistent with the public interest and the protection 
of investors.** The Commission generally denies a request for 
withdrawal where a stop order proceeding has already been insti- 
tuted and shares of registrant’s securities are held by public investors. 
In Columbia General Investment Corporation v. S.E.C., the court, 
in supporting the power of the Commission to deny the application 
for withdrawal, explained why the Commission had not abused its 
discretion, as follows:*" 


8(e) or 20(a), 48 Stat. 86 (1933), as amended, 15 U.S.C. § 77t(a) (1958), can be 
introduced and considered in the record of a Section 8(d) case is subject to the rules 
of evidence, As previously indicated, the hearing officer rules on objections to the 
introduction of evidence and exceptions to his rulings must be properly noted in 
order to be urged before the Commission. 

56 17 C.F.R. § 230.477 (1949). 


57 265 F.2d 559, 564-65 (5th Cir. 1959). Prior to the decision in Columbia General, 
there had been three significant decisions on the question of withdrawal of registration 
statements under the Securities Act. The first decision, a situation wherein the 
registration statement had not become effective at the time the Commission instituted 
stop order proceedings, was the celebrated case of Jones v. SEC, 298 US. 1 (1936). 
When the hearing was convened, registrant “withdrew” its filing. The issue of the 
right of withdrawal reached the courts in the form of subpoena enforcement proceed- 
ing. The Supreme Court reversed the lower court ruling which was in favor of the 
Commission and held that a registration statement was analogous to a federal court 
complaint which could be withdrawn unless some plain legal prejudice would result to 
the defendant, other than the mere prospect of a second litigation of the subject matter. 
Since a registration statement is in effect an ex parte application for a license to use 
the mails and the facilities of interstate commerce, it must be granted if the request 
for withdrawal did not prejudice the rights of the general public. 

Oklahoma-Texas Trust v. SEC, 100 F.2d 888 (10th Cir. 1939), and Resources Corp. 
Int’l v. SEC, 103 F.2d 929 (D.C. Cir. 1939), were stop order proceedings brought 
against effective registration statements. The respective Courts of Appeals upheld the 
Commission in denying withdrawal requests by the registrants. In Oklahoma-Texas the 
court stated that because members of the investing public might acquire and rely on 
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The public has a real stake, both as to this stock and in a larger 
sense. Those to whom existing stock will or might be offered, 
whether by insiders or unrelated holders, are protected by the public 
disclosure of an official declaration that with respect to that very 
stock, the registration has subsequently failed to disclose contingent 
liabilities. On the larger scene, the public interest is served because 
it stands as a deterrent to the filing of registrations by an issuer 
indifferent to the accuracy or honesty of the statement because he 
knows that if caught, or nearly caught, or threatened with being 
caught, or even investigated, he can withdraw the offensive state- 
ment at will. As a stop order prevents this, it will indeed promote 
truth in securities, and that is what Congress intended. 


Under rule 485 the Commission has adopted procedures for grant- 
ing “Confidential Treatment” to any material contract or portion of 
such contract filed with a registration statement.°* The registrant 
must file with its registration statement the document which it de- 
sires to keep undisclosed, but not bound as a part thereof, together 
with an application for “Confidential Treatment” setting forth the 
considerations relied upon for obtaining an order. The Commission 
will not require public disclosure of the contract if it determines 
that such disclosure would impair the value of the contract and is 
not necessary for the protection of investors. If the Commission 
denies the application, the registrant has the right to withdraw the 
registration statement without the necessity for stating any grounds 
for withdrawal or obtaining the consent of the Commission. 

Another major disclosure function of the Division of Corporation 
Finance involves the responsibility for processing all proxy soliciting 
material. Under section 14 of the Securities Exchange Act, all com- 
panies whose securities are listed on a national securities exchange are 
required to comply with the Commission’s proxy rules® if they solicit 





the information during the time the securities were being sold by the issuer and its 
dealers, and purchase these securities from third persons after all the securities had 
passed out of the hands of the issuer and its dealers. Therefore, so long as any of the 
securities were outstanding, purchases in reliance on the registration statement might 
continue, unless notice of unreliability is given by a stop order. 

Resources Corp. Int'l was the last of the three judicial cases deciding the merits of the 
right to withdraw a registration statement under the Securities Act prior to Columbia 
General. It, too, was a post-effective request for withdrawal which the Commission 
denied and was sustained by the court of appeals on the basis that a vital distinction 
between this case and Jones was that the latter was pre-effective while this was post- 
effective. The court in effect viewed the act as one designed to insure fair dealing and 
good conduct by an issuer through the imposition of penalties for failure to do so. 


5817 C.F.R. § 230.485 (1949), as amended, 17 C.F.R. § 230.485(b) (Supp. 1959). 
59 17 C.F.R. §§ 240.14a-1-11 (Supp. 1959). 
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proxies from holders of their securities. In addition, the Public Utility 
Holding Company Act and the Investment Company Act require 
companies subject to their respective regulatory jurisdiction to com- 
ply with the proxy rules, and the proxy material of these companies 
is also processed by the Division of Corporation Finance, except where 
a hearing is ordered under rules 62 or 65 promulgated under the 
former act.** The design of the proxy rules is to bring directly to 
security holders all material information required for casting an in- 
telligent vote on the issues to be decided at their meetings. 
Preliminary copies of the proxy statement, form of proxy and 
other soliciting material must be filed with the Commission at least 
ten days prior to the date definitive copies are first sent to security 
holders; and preliminary copies of any additional soliciting material, 
relating to the same meeting or subject matter, must be filed with the 
Commission at least two days before being sent to security holders. 
All preliminary material is initially filed for the sole use of the 
Commission and is held in a non-public status until it is ready for 
transmittal to security holders.** Except for unusual cases involving 
unique or unduly intricate questions of law, fact or judgment, the 
Commission has delegated to the division its authority to clear the 
use of proxy soliciting material. The primary reason for keeping pre- 
liminary proxy soliciting material non-public during the processing 
period is to prevent publication of such material until an opportunity 
has been afforded to test its conformity with the disclosure and other 
requirements of the rules and to afford the company an opportunity 
to revise its documents in accordance with any deficiency comments 
submitted by the staff. Compact time schedules usually govern 
solicitations of proxies for shareholders’ meetings and confusion and 
expense result upon postponement of a meeting. The interests of 
investors as well as of management are therefore served by the 
adoption of procedures which avoid the possibility of postponement 
caused by the public disclosure of possibly misleading, inadequate pre- 
liminary proxy material until its release in revised definitive form. 
Notwithstanding this general rule, copies of soliciting material in the 


60 49 Stat. 824 (1935), as amended, 15 U.S.C. § 791 (e) (1958) ; 54 Stat, 822 (1940), 
as amended, 15 U.S.C. § 80a-20(a) (1958). 


$117 C.F.R. § 250.62 (1949). 

62 17 C.F.R. § 240.14a-6(a) (Supp. 1959). 
63 17 C.F.R. § 240.14a-6(b) (Supp. 1959). 
6417 C.F.R. § 240.14a-6(e) (Supp. 1959). 
65 17 C.F.R. § 240.14a-6 (Supp. 1959). 
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form of speeches, press releases, and radio and television scripts may, 
but need not, be filed with the Commission prior to their use or pub- 
lication. Definitive copies of such material must be filed with, or 
mailed for filing to, the Commission not later than the date the ma- 
terial is used or published. 

In contests for election of directors, the proxy rules require that the 
participants in the solicitation” file with the Commission and with 
each national securities exchange upon which any security of the 
issuer is listed, a statement which, in particular, describes the back- 
ground of the participant and his interests in the securities of the 
issuer.** This schedule 14B statement is immediately placed in the 
public files of the Commission, and all soliciting material used by 
participants must include certain salient information from the 14B 
statement.”° 

In administering the proxy rules, the sole objective of the Commis- 
sion is to elicit for the benefit of security holders all material facts 
regarding the issues to be considered at the stockholders’ meeting. 
Where management or, in case of a contest, other participants attempt 
to withhold or misrepresent vital information, the Commission is 
compelled to institute non-public investigations to ascertain what 
facts should be presented to the security holders.” During the past 
few years this type of investigative activity of the division has steadily 
increased in size and importance. 

In addition to administering the disclosure standards prescribed for 
registration statements and proxy solicitations, the Division of Corpo- 
ration Finance processes the annual, semi-annual and periodic reports 
required by the Securities Exchange Act for companies whose se- 
curities are listed on the national securities exchanges” as well as 
certain other companies, which, though their securities are not listed, 
have in the past registered their securities with the Commission for 
public sale.” It also services the corresponding reports filed pursuant 


65 17 C.F.R. § 240.14a-6g (Supp. 1959). 


67 The term “participant in a solicitation” is defined in 17 C.F.R. § 240.14a-11(b) 
(Supp. 1959). 

68 17 C.F.R. § 240.14a-11(c) (3) (Supp. 1959). 

69 Securities Exchange Act Rule 14a-11(c)(6), 17 C.F.R. § 240.14a-11(c) (6) 
(Supp. 1959). 

70 See Item 4(b) (2) of Schedule 14A, 17 C.F.R. § 240.14a-11 (Supp. 1959). 

71 Such investigations are conducted under the powers of Section 21(a) of Securities 
Exchange Act, 48 Stat. 899 (1934), as amended, 15 U.S.C. § 78u(a) (1958). 

7217 C.F.R. $240.13 (1949), as amended, 17 C.F.R. $240.13 (Supp. 1959); 17 
C.F.R. 240.15d (1949), as amended, 17 C.F.R. 240.15d (Supp. 1959). 


78 Any issuer registering securities under the Securities Act must undertake to 
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to the Investment Company Act, but not those filed by registered 
public utility holding companies.* Upon filing, these reports, which 
include financial data and other significant items of business informa- 
tion, are placed in the Commission’s public files for the inspection of 
interested persons and are carefully analyzed. The division likewise 
processes and places in the public files the securities ownership re- 
ports prescribed for officers, directors and other insiders under the 
Securities Exchange Act, the Investment Company Act and the Pub- 
lic Utility Holding Company Act.” In contrast to other work of this 
division, the processing of the periodic and ownership reports is not 
subject to any statutory time limit. 

Another vital function performed by the division in administering 
the disclosure features of the securities statutes consists of its interpre- 
tative services. The Commission has assigned to the division the 
responsibility for advising members of the public on their obligations 
under these acts, and the division renders its interpretative assistance 
without consultation with the Commission, except where the matter 
involves close questions of law, fact or judgment or presents novel 
legal or policy problems. 

The most common type of interpretative advice requested of the 
division relates to the necessity for registration of a proposed securi- 
ties offering. The solution to the problem of ascertaining the avail- 
ability of an exemption from registration generally turns on the nature 
of the offering, by whom made and the purpose for which it is being 
made. Questions involving the existence of control or representations 
of investment intent and change of circumstances are frequently dis- 
cussed with and decided by the Commissioners.”* 


comply with the reporting requirements of 48 Stat. 894 (1934), as amended, 15 U.S.C. 
§ 78m (1958), and rules thereunder (17 C.F.R. §§ 240.13a-10-13, 13b-1 (1949), as 
amended, 17 C.F.R. 240.13a-13 (Supp. 1959)) so long as its registered securities 
and all other outstanding securities of the same class amount to $2,000,000 or more, 
computed on the basis of the offering price. The undertaking becomes inoperative if 
the issue of such securities is listed on a national securities exchange or the issuer is 
otherwise required to file reports under 48 Stat. 894 (1934), as amended, 15 U.S.C. 
§ 78m (1958), with the exchange, or the value of all outstanding securities of the class 
to which the issue belongs is reduced to less than $1,000,00 based on the offering price 
of the last issue. 

74 The requirement for registered investment companies to file such reports is found 
in 54 Stat. 836 (1940), as amended, 15 U.S.C. § 80a-29 (1958), and rules thereunder, 
17 C.F.R. §§ 270.30a-1 to f-3 (1949). The Branch of Public Utility Regulation of the 
Division of Corporate Regulation processes such reports filed by registered holding 
companies and mutual service companies. 

75 See note 1 supra. 


76 For the statutory provisions under the Securities Act relating to the control 
problem, see 48 Stat. 75 (1933), as amended, 15 U.S.C. § 77b(11) (1958), and 48 Stat. 
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Where the division is persuaded that under the facts presented the 
law does not require registration, it advises the inquirer by letter that 
it will not recommend to the Commission that it take any action if 
the offering is made without registration. Where the division re- 
fuses to give a “no action” letter and the proposed offeror believes 
that the division’s position is incorrect, he may appeal the informal staff 
decision to the Commission. The Commission will confer with the 
aggrieved person in cases where there appears to be reasonable doubt 
of the correctness of the division’s determination. 

A final duty of the division to be mentioned briefly is its responsi- 
bility to assist and coordinate operations of the field offices in their 
processing of filings made under regulation A, which is a regulation 
governing the terms and conditions of the exemption from registra- 
tion for offerings not exceeding $300,000. 


B. Division of Trading and Exchanges 


Supervision of trading activities in the securities markets is under 
the jurisdiction of the Division of Trading and Exchanges. Its 
operations fall into five broad categories: First, the registration of 
brokers and dealers and the formulation and the submission to the 
Commission of proposed rules dealing with the conduct of brokers 
and dealers; second, supervising and coordinating the investigative 
and enforcement work of the Commission; third, supervision of the 
activities of national securities exchanges and certain functions of the 
National Association of Securities Dealers, Inc.; fourth, surveillance of 
the trading markets in connection with new issues of securities and 
enforcement and administration of the Commission’s rules regarding 
stabilization of the securities prices; and fifth, the conduct of the Com- 
mission’s general statistical and economic research work. 

Broker-dealers (other than those whose business is exclusively intra- 
state) are required to register with the Commission and are subject 
to comprehensive rules governing their conduct.”* The division must 
process applications for registration with expedition, since section 
15(b) of the Securities Exchange Act provides that the application 


84 (1933), as amended, 15 U.S.C. 770 (1958). The expression “investment intent” is 
a shorthand manner of stating the negative of the phrase found in §2(11) in respect 
of an underwriter “who has purchased from an issuer with a view to... . the distribu- 
tion of any security.” 

77 48 Stat. 76 (1933), as amended, 15 U.S.C. § 77c(b) (1958), and regulation A 
promulgated thereunder, 17 C.F.R. §§ 230.251-230.262 (Supp. 1959). 


78 49 Stat. 1377 (1936), as amended, 15 U.S.C. § 780(a) (1958). 
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shall become effective thirty days after its receipt by the Commission 
or such shorter period of time as the Commission may determine. If 
the application is deficient in substantial respects or there appears to 
be a bar to registration, as where registrant may be disqualified by 
virtue of prior misconduct from registering as broker-dealer, the 
division recommends that the Commission institute denial proceed- 
ings.”* Pending final determination whether the registration should 
be denied, the statute provides that the Commission may by order 
postpone the effective date of the registration for an additional period 
not exceeding fifteen days.*° As a practical matter, the division cus- 
tomarily is able to obtain the consent of respondent to postpone effec- 
tiveness until final determination of the proceedings on the issue of 
denial. Applicants ordinarily do not desire to incur the expense of 
setting up their offices and going into business under the shadow of a 
denial proceeding and usually prefer to await the outcome of the 
case. 

The Commission does not recognize that an applicant for registra- 
tion as a broker-dealer has an absolute right to withdraw the filing 
of his application.** While requests for withdrawal are customarily 
granted in cases where the public interest would not be served by 
developing the charges on the public record and the entry of a denial 
order, the Commission declines to grant the withdrawal request where 
the officers or controlling persons of the applicant are charged with 
serious prior violations of the securities laws. The rationale support- 
ing this exercise of its discretion is set forth in Peoples Securities 
Company ,*** as follows: 


The Exchange Act, under which the instant application for registra- 
tion as a broker-dealer was filed, contains an express statutory pat- 
tern, in Sections 15(b) and 15A(b) (4), which attaches to denial of 
registration, findings of willful violations and findings naming per- 
sons who are a cause of a denial order, important consequences 
affecting the future status of an applicant, its officers, directors and 
controlling and controlled persons, including possible exclusion from, 
or other disqualification or restriction with respect to, securities 
activities. This statutory scheme is designed to protect investors 
against further injury at the hands of persons who have been found 





79 The grounds for denial or revocation of the registration of any broker or dealer 
are found in 49 Stat. 1377 (1936), as amended, 15 U.S.C. § 780(b) (1958). 


80 Ibid. 
81 [bid. 
81a SEC Securities Exchange Act Release No. 5637, January 31, 1958. 
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guilty of misconduct under the securities laws. In our opinion the 
requested withdrawal would tend to defeat this statutory scheme. 

Both existing and potential investors have an interest in the de- 
termination of the issues raised by the present proceedings. Officers 
and controlling persons of applicant are charged with serious mis- 
conduct in their previous dealings with investors. It is appropriate 
in the public interest and for the protection of investors that find- 
ings by us with respect to the issues involved in these proceedings, 
after review of the entire record, be made available both to the 
investors involved in the previous dealings and to those with whom 
— persons associated with applicant seek to do business in the 
uture. 


Brokers and dealers who are registered with the Commission may 
withdraw their registration subject to such terms and conditions as 
the Commission may deem necessary in the public interest and for 
the protection of investors.** Under rule 15b-6** withdrawal becomes 
effective 30 days after a notice to withdraw is filed unless within that 
period the Commission has instituted revocation proceedings. In 
such event the withdrawal does not become effective unless and upon 
such terms and conditions as the Commission directs. 


Public hearings are ordered for both denial and revocation proceed- 
ings instituted against broker-dealers where the allegations involve 
either fraud or matters which already are of public record, as where 
respondent has been enjoined from engaging in or continuing any 
conduct or practice in connection with the purchase or sale of any 
security. In other cases, the Commission generally follows the prac- 
tice of ordering non-public hearings to avoid possible injury to 
reputations before the charges are proved to be true or are dismissed. 
Reputation is, of course, of great importance in the securities field and 
the conduct of a public proceeding could seriously injure the business 
of a broker-dealer, even if he is ultimately vindicated. For this reason 
the division is careful not to recommend the commencement of such 
proceedings unless it is satisfied that the available evidence should 
prove sufficient to establish the charges. 


Most of the other functions relating to broker-dealer compliance 
with the securities laws—such as inspections, which are made peri- 
odically without advance notice to registrant,** and analyses of their 

82 49 Stat. 1378 (1936), as amended, 15 U.S.C. § 780(b) (1958). 


83 17 C.F.R. § 240.15b-6 (1949). 
84 48 Stat. 897 (1934), as amended, 15 U.S.C. § 78q(a) (1958). 
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certified financial reports, which must be filed annually*°—are per- 
formed in the regional offices, subject to the supervision of the 
Division of Trading and Exchanges. 

The second principal function of the division is to review the in- 
vestigative reports and coordinate the progress of investigations which 
are conducted in the regional offices. In supervising the enforcement 
activities, the division presents to the Commission the request of the 
regional offices for formal orders of investigation to subpoena wit- 
nesses and documents and to obtain testimony under oath.** Upon 
analysis of the results of the investigations, it recommends what ap- 
propriate action the Commission should take: either to close the 
investigation or to institute some form of enforcement proceeding. 
The latter would include adjudicatory proceedings to deny or revoke 
a broker-dealer registration or suspend or expel from membership in 
the National Asociation of Securities Dealers, Inc., or injunctive suits, 
or criminal references. 

The third broad area of responsibility involves supervision of ex- 
change activities. National securities exchanges are, of course, re- 
quired to register with the Commission, and within 30 days after the 
filing of an application for registration the Commission must either 
grant registration or institute proceedings to deny registration.*" If 
it appears that applicant “is so organized as to be able to comply with 
the provisions [of the Securities Exchange Act] and the rules and 
regulations thereunder and that the rules of the exchange are just and 
adequate to insure fair dealing and to protect investors,” registration 
as a national securities exchange is granted.** 

The concept underlying the scheme of exchange regulation by the 
Commission is to preserve their autonomy subject to certain residual 
powers vested in the Commission to control their form of organiza- 
tion, rules and practices. The registered exchanges are required to be 
organized and to govern their procedures and practices within the 
framework of the broad public investor interest principles prescribed 





8517 C.F.R. §240.17a-5 (Supp. 1959), specifies the content, time of filing and 
certification. 

8648 Stat. 86 (1933), as amended, 15 U.S.C. $77t(a) (1958); and Stat. 899 
(1934), as amended, 15 U.S.C. § 78u(a) (1958), are the most commonly resorted to 
for powers of investigation. The Commission has not delegated to the staff these 
powers without authorization from the Commission in order to retain an effective 
control of the investigative activities of its staff. 

87 48 Stat. 885 (1934), as amended, 15 U.S.C. § 78f (1958). 


83 48 Stat. 886 (1934), as amended, 15 U.S.C. $ 78f(d) (1958). 
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in the statutes. Direct and primary responsibility for compliance with 
these standards rests upon the management of the exchange. On the 
other hand, the Commission has authority to suspend an exchange 
for a period not exceeding twelve months or withdraw its registra- 
tion if it finds, after appropriate notice and opportunity for hearing, 
that the exchange has violated any provision of the Securities Ex- 
change Act or its rules and regulations or has failed to enforce, so far 
as is within its power, compliance of such provisions by an exchange 
member or by an issuer of a security registered on the exchange. It 
also is empowered, under certain conditions, to suspend or withdraw 
the registration of a security on the exchange and to suspend or expel 
officers and members of the exchange.*° 


In addition, where the Commission believes that changes in the ex- 
change rules and practices “are necessary or appropriate for the pro- 
tection of investors or to insure fair dealing in the securities traded in 
upon such exchange or to insure fair administration of such exchange,” 
it is authorized to make appropriate request in writing to the exchange 
to effect specified changes in its rules and practices.’ If the changes 
are not made by the exchange, the Commission may, after appropriate 
notice and hearing, alter or supplement the rules of the exchange by 
rules, regulation or order.* In practice this formal procedure is rarely 
resorted to, there having been only one such proceeding in the history 
of the Commission.** Ordinarily the staff of the division closely 
watches operations on the exchanges, consults frequently with ex- 
change officials, and where necessary makes suggestions to the 
exchanges for alterations of their rules and procedures. Such sug- 
gestions are discussed with the exchanges and ordinarily a mutually 
satisfactory result is arrived at. During the past year the Commission, 
pursuant to a study and recommendations of the division, requested 
the New York Stock Exchange to effect specific reductions in its 
commission rate schedule, to which the Exchange membership 
acquiesced.” 


In order to provide a comparable mechanism of self regulation in 
the over-the-counter market, Congress provided for the registration 


89 48 Stat. 898 (1934), as amended, 15 U.S.C. § 78s(a) (1) (1958). 
90 48 Stat. 898 (1934), as amended, 15 U.S.C. § 78s(a) (3) (1958). 
91 48 Stat. 898 (1934), as amended, 15 U.S.C. § 78s(b) (1958). 

92 Ibid. 

93 Rules of New York Stock Exchange, 10 S.E.C. 270 (1941). 

94 This schedule became effective March 30, 1959. 
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with the Commission of so-called “national securities associations.” ** 
Only one such organization, the National Association of Securities 
Dealers, Inc., has registered. The function of such an association is 
essentially to insure adherence by its members to just and equitable 
principles of trade and high standards of commercial honor. The 
great bulk of the over-the-counter dealers are members of the Asso- 
ciation, which conducts an active program of inspection, disciplinary 
proceedings and suggestions to its membership concerning more ef- 
fective and responsible methods of conducting business. Under the 
statute the Commission has authority to suspend or expel persons from 
membership in the Association, and persons who have been so sus- 
pended or expelled, or whose registrations as brokers and dealers have 
been revoked, or who have been found to be the cause of denial or 
revocation of any broker-dealer registration, are ineligible for mem- 
bership. 

In order to qualify for registration, the rules of such an association 
must provide, among other things, that, unless otherwise ordered by 
the Commission, no broker or dealer shall be admitted or continued 
in membership if certain specified principals or controlled persons of 
the firm have been suspended or expelled from a securities associa- 
tion or a national securities exchange or are subject to an order of 
the Commission denying or revoking his registration with the Com- 
mission or expelling or suspending him from membership in a regis- 
tered securities association or exchange, or was found to be a cause 
of any such order. The rules of the association must also be designed 
“to prevent fraudulent and manipulative acts and practices, to promote 
just and equitable principles of trade . . . and to remove impediments 
to and perfect the mechanism of a free and open market.” 

In addition, the rules must provide that its members shall be appro- 
priately disciplined, by expulsion, suspension, fine, censure or any 
other fitting penalty for violations of the rules of the association. 
If the association disciplines its membership or denies admission to any 
broker or dealer, such action is subject to review by the Commission, 
on its own motion, or upon application filed within 60 days by any 
aggrieved person.” In reviewing disciplinary action taken by a regis- 
95 52 Stat. 1070 (1938), as amended, 15 U.S.C. § 780-3 (1958). 
96 52 Stat. 1070 (1938), as amended, 15 U.S.C.. § 780-3(b) (4) (1958). 
97 52 Stat. 1071 (1938), as amended, 15 U.S.C. § 780-3(b) (7) (1958). 


98 52 Stat. 1071 (1938), as amended, 15 U.S.C. $ 780-3(b) (8) (1958). 
99 52 Stat. 1073 (1938), as amended, 15 U.S.C. § 780-3(g) (1958). 
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tered securities association against its membership, the Commission, 
after appropriate notice and opportunity for hearing and upon con- 
sideration of the record before the association and such other evidence 
it deems relevant, may dismiss the proceeding or modify or set aside 
the action of the association.’ 

Any changes or additions to the rules of the securities association 
must be filed with the Commission. These take effect upon the 
thirtieth day after filing, or upon such earlier date as the Commission 
may determine, unless the Commission shall enter an order disapprov- 
ing the proposed changes or additions.’ 

A major disciplinary technique used by the Commission against 
broker-dealers is to include in its denial or revocation proceedings the 
issue of suspension or expulsion from the NASD.*? 

The division is also responsible for surveillance of the market for 
new issues of securities which are to be, or are being, distributed to 
the public, in order to make sure that no one is endeavoring improper- 
ly to influence the price of such securities in order to facilitate the 
distribution. The division reviews those parts of registration state- 
ments and prospectuses under the Securities Act which deal with the 
proposed arrangements for the marketing of securities and administers 
the rather detailed rules of the Commission which deal with the stabili- 
zation of prices of securities in order to facilitate their distribution.’ 

Finally the division is responsible for the conduct of the Commis- 
sion’s program of economic and statistical research. In addition to 
compiling statistics for the use of the Commission itself, the division 
is responsible for the conduct of that part of the general government- 
wide statistical program which is delegated to the Commission. This 

includes the compilation and publication of statistics on such matters 
as the financial position of American corporations, the investment of 
welfare and pension funds, the savings of individuals, and actual and 
contemplated capital expenditures of American industry. The prin- 
cipal reason for the Commission’s participation in this work is the fact 
that the material filed with it under the Securities Act and the Securi- 
ties Exchange Act is a prime source of economic and financial data 
from which there may be produced information of value to the gov- 





100 52 Stat. 1073 (1938), as amended, 15 U.S.C. § 780-3(h) (1958). 
101 52 Stat. 1074 (1938), as amended, 15 U.S.C. § 780-3(j) (1958). 
102 52 Stat. 1075 (1938), as amended, 15 U.S.C. § 780-3(/) (2) (1958). 
103 17 C.F.R. $ 240.10b-7 (Supp. 1959). 
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ernment and to private industry in connection with the analysis of 
business and economic conditions. 


C. Division of Corporate Regulation 


The functions of the Division of Corporate Regulation are three- 
fold: Subject to the direction of the Commission, its Branch of Public 
Utility Regulation administers the Public Utility Holding Company 
Act; its Branch of Investment Company Regulation manages the 
Investment Company Act; and its Office of Chief Counsel aids the 
Commission in its responsibilties under Chapter X of the Bankruptcy 
Act. 

The essence of the Public Utility Holding Company Act is the re- 
quirement that the operating properties constituting registered public 
utility holding company systems be physically integrated and that 
unnecessary complexities in their corporate and security structures be 
eliminated.’ Resolution of the intricate reorganization and financing 
problems arising under these standards is achieved by a two-stage 
administrative technique. First, informal conferences between mem- 
bers of the division’s staff (and sometimes the Commission) and rep- 
resentatives of the holding company system are customarily conducted 
prior to the filing of an application or declaration’® to apprise the 
staff and the Commission of the transactions contemplated by the 
system companies—such as security issuances, sales or acquisitions of 
securities or assets—and to analyze their impact on the statutory 
standards. The system companies then file their application or declara- 
tion and the Commission issues its notice of the filing which describes 
the terms of the transaction for which approval is sought by the 
applicant or declarant before the Commission will enter its order ap- 
proving the proposed transaction.’ 

The practice has developed for representatives of the registered 
public utility systems to discuss with the division’s staff early in each 
calendar year their proposed financing programs for the ensuing year 
and plans for complying with the integration standards, if any prob- 
lems exist. In these informal conferences, the types and amounts of 
securities proposed to be issued, the tentative timing of the offerings 
and their effect upon the capitalization ratios of the system are dis- 
cussed and analyzed. 


104 49 Stat. 820 (1935), as amended, 15 U.S.C. § 79k(b) (1958). 
105 17 C.F.R. § 250.23 (1949). 
106 bid. 
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If the program is not objected to by the staff, the applications- 
declarations of the system companies to consummate the various com- 
ponents of the over-all financing program are processed routinely in 
accordance with rule 23 promulgated under the Holding Company 
Act. This rule provides that an application will be granted by order 
or the declaration will become effective on the thirtieth day after 
filing or the fifteenth day after filing the last amendment thereto. The 
Commission may advance such date upon request of the applicant or 
declarant. Notice of the filing is published in the Federal Register. 
Not later than fifteen days after publication, or such other date as 
may be set forth in the notice, any interested person may request the 
Commission in writing that a hearing be held, stating his reasons and 
the nature of his interest.?® 

The issuance of a notice of filing under rule 23 does not foreclose 
the possibility that the staff might later recommend that the Commis- 
sion, On its own motion, order a hearing on the application or declara- 
tion. Since the staff has often not completed its analysis of the filing 
at the time the notice issues, the notice does not necessarily signify 
that a hearing is not warranted. 

If the program appears to the staff to present problems under the 
standards of the act, or if other questions of statutory compliance arise, 
these are discussed with the Commsision, either by the staff alone or 
often jointly by the staff and the system representatives. In these 
informal administrative conferences, attempts are made to formulate 
procedures necessary to accomplish the objectives of the statute. As 
a result of such discussions, the holding company might voluntarily so 
amend its proposed financing program that the Commission will not 
be compelled to order a hearing. On the other hand, if the problems 
of compliance are not resolved informally, or the staff is of the opinion 
that the proposal cannot be amended so as to comply with the 
standards of the act, the Commission will order a hearing to be con- 
vened in which the staff will oppose the application or declaration. 
In addition, in certain instances of major significance, a hearing will 
be held even though the staff does not oppose the action proposed by 
the company. 

A particular form of administrative procedure is applicable to the 
problems arising from the competitive bidding requirements con- 
tained in rule 50.°* One of the evils that the act is designed to 


107 [bid. 
108 17 C.F.R. § 250.50 (1949). 
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remedy involves “lack of economies in the raising of capital.” *° 
The Commission has interpreted this provision to mean that unless an 
exception is available, the issuance and sale of securities by registered 
holding companies and subsidiary companies shall be made by pub- 
licly inviting sealed written proposals for the purchase or under- 
writing of their securities. Situations arise, however, where it may 
be claimed that the competitive bidding procedure and the main- 
tenance of competitive conditions are not necessary or appropriate. 
In these circumstances, representatives of the system confer informal- 
ly with the staff, or sometimes with the Commision itself, to ascertain 
whether the Commission will authorize the staff to send a “yellow 
light” letter. This permits the proposed issuer to engage in limited 
discussions on the contemplated offering with a restricted number of 
bankers and financial institutions, but does not sanction discussions 
regarding price, cost of money or interest rates. The proposed issuer 
then renders a report to the staff on the results of the “yellow light” 
conferences, and if it appears appropriate, the Commission issues a 
“green light” letter, which authorizes the proposed issuer to negotiate 
all the terms of the offering, looking toward an exception from the 
competitive bidding requirements. 


The Branch of Investment Company Regulation is responsible to 
the Commission for managing the regulatory aspects of the Investment 
Company Act. The cardinal purpose of this act is to prevent invest- 
ment companies from conducting their operations in the interests of 
their directors, officers, investment advisers, depositors and other af- 
filiates and of underwriters, brokers and special classes of security 
holders, rather than in the interest of all classes of their security 
holders." In promulgating this policy, the regulatory scheme pre- 
scribes detailed standards for the organization and conduct of regis- 
tered investment companies: by requiring registration; prohibiting 
transactions between investment companies and their affiliates unless 
exempted by order of the Commission;** requiring that at least 40 per 
cent of the board of directors shall be composed of independent mem- 


109 49 Stat. 804 (1935), as amended, 15 U.S.C. § 79a(b) (5) (1958). 

110 17 C.F.R. § 250.50 (1949). 

111 See the “Findings and Declaration of Policy” in Section 1 of Investment Company 
Act, 54 Stat. 789 (1940), as amended, 15 U.S.C. § 80a-1 (1958). 

112 54 Stat. 803 (1940), as amended, 15 U.S.C. § 80a-8 (1958). 

113 54 Stat. 815 (1940), as amended, 15 U.S.C. § 80a-17 (1958). For the definition 


of the term “affiliated person” see 54 Stat. 791 (1940), as amended, 15 U.S.C. 
§ 80a-2(a) (3) (1958). 
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bers;'’* preventing any deviations from investment policies or change 
in the nature of their businesses unless authorized by a majority of 
the outstanding voting securities;'’* requiring that advisory and under- 
writing contracts be approved annually by the shareholders; and 


regulating their capital structures'” and arrangements for custody of 
their assets.’** 


Pre-filing conferences between the staff and representatives of in- 
vestment companies to discuss and resolve possible problems of statu- 
tory compliance are customary practice. Companies in the process of 
organization invariably confer with the staff in advance of filing their 
Notification of Registration (Form N8A), in order to resolve, among 
others, such basic issues as the recital of proposed investment policy 
and possible deceptive or misleading implications of the proposed 
name of the company in relation to its investment policy."* These 
conferences also afford the staff an opportunity to advise the registrant 
on substantive and procedural requirements of the act. 


The practice of holding consultations with the staff is also followed 
by established investment companies, and preliminary drafts of ap- 
plications are often submitted for staff consideration prior to actual 
filing. This informal administrative procedure assists both the staff 
and the regulated companies to expedite their respective responsibili- 
ties. Upon the recommendation of the staff, the Commission issues 
its notice of the filing of the application, which affords any interested 
person the opportunity to request that a hearing be held upon stating 
his reasons and the nature of his interest in the matter. The Commis- 
sion will order a hearing if it appears necessary or appropriate in the 
public interest or for the protection of investors either upon the 
request of any interested person or upon its own motion.’”° 


The use, form and content of sales literature and advertising em- 
ployed in the offering and sale of investment company securities is 
subject to the detailed disclosure standards prescribed in the Com- 


114 54 Stat. 806 (1940), as amended, 15 U.S.C. § 80a-10 (1958). 

115 54 Stat. 811 (1940), as amended, 15 U.S.C. § 80a-13 (1958). 

116 54 Stat. 812 (1940), as amended, 15 U.S.C. § 80a-15 (1958). 

117 54 Stat. 817 (1940), as amended, 15 U.S.C. § 80a-18 (1958). 

118 54 Stat. 816 (1940), as amended, 15 U.S.C. § 80a-17(f) (1958). 

119 54 Stat. 840 (1940), as amended, 15 U.S.C. § 80a-34(d) (1958) prohibits any 
registered investment company from adopting as a part of the name or title of such 


company any word or words which the Commission finds and by order declares to be 
deceptive or misleading. 


120 17 C.F.R. § 270.0-5 (Supp. 1959). 
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mission’s Statement of Policy Relating to Investment Company Seles 
Literature.*** Recognizing that adherence to these standards 1s in me 
best interests of both the public investors and the securities business, 
the National Association of Securities Dealers, Inc., as part of its 
process of self-regulation, agreed in 1950 to review all advertising and 
sales material prepared or used by its members for compliance with 
the Statement of Policy. 

The increasing size and rising activity of investment companies 
and the growing importance of the industry in the capital markets 
recently prompted the Commission to institute a program to inspect 
the books and records of investment companies to ascertain whether 
the practice and procedures of the companies conform with the re- 
quirements of the act. These inspections are conducted by teams con- 
sisting of an attorney or analyst from the Branch of Investment Com- 
pany Regulation and a securities investigator from the regional office 
in which the company is located. Where insubstantial violations are 
uncovered, the inspectors inform the company how its procedures 
violate the statutory requirements and request that corrective action 
be taken. The staff refers any serious violations to the Commission 
for the institution of appropriate action—such as injunctive relief 
against its management or principal underwriter to enjoin the persons 
who have committed gross misconduct or gross abuse of trust from 
acting in such capacities,” or stop order proceeding directed against 
its Securities Act registration statement,’** or a criminal reference.’ 


The functional basis of the organizational structure of the Com- 
mission is sharply illustrated by the assignments of the various operat- 
ing divisions where investment company problems are involved. 
While responsibility for enforcing compliance with the regulatory 
aspects of the Investment Company Act is allocated to the Division of 
Corporate Regulation, the disclosure provisions of that act such as 
the requirement to file periodic reports” and to solicit proxies in ac- 
cordance with the standards of the Commission’s proxy rules,’”* are 
administered by the Division of Corporation Finance. Registration 








































121 SEC Securities Act Release No. 3856, SEC Investment Co. Act Release No. 
2621, Oct. 31, 1957, amending Statement of Policy as of Nov. 5, 1957. 


122 54 Stat. 841 (1940), as amended, 15 U.S.C. § 80a-35 (1958). 

123 48 Stat. 79 (1933), as amended, 15 U.S.C. §77h(d) (1958). 

124 54 Stat. 843 (1940), as amended, 15 U.S.C. § 80a-41(e) (1958). 

125 54 Stat. 836 (1940), as amended, 15 U.S.C. $$ 80a-29(a), (b) (1958). 


126 54 Stat. 822 (1940), as amended, 15 U.S.C. $80a-20(a) (1958) and 17 C.F.R. 
$ 240.14a-1 (Supp. 1959). 
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statements of investment companies filed under the Securities Act for 
the distribution of their securities to the public are, of course, also 
processed by the Division of Corporation Finance.’** The activities 
of their investment advisers and the underwriters, brokers and dealers 
who engage in distributing their shares, are subject to the jurisdiction 
of the Division of Trading and Exchanges. 

The third major function of the Division of Corporate Regulation 
is to fulfill the Commission’s responsibilities under Chapter X of the 
Bankruptcy Act.’** This statute provides a procedure for corporate 
reorganizations in the United States District Courts. To assist the 
courts in achieving equitable, financially sound and expeditious read- 
justments of the affairs of corporations in financial distress, the Com- 
mission has assigned Chapter X experts—lawyers, accountants and 
financial analysts—to its New York, Chicago and San Francisco 
regional offices. Subject to the supervision and review of the division, 
their duties are to follow the proceedings, participate in the hearings, 
consult with and advise trustees and committees and prepare reports. 

Unlike the powers granted to the Commission by the various se- 
curities statutes which it administers, under Chapter X the Commission 
does not initiate the proceedings, nor hold its own hearings, and it is 
not empowered to determine any of the issues in the proceedings. The 
Commission’s functions are restricted to participating in the pro- 
ceedings at the request of the judge, or on its own motion if approved 
by the judge, to provide independent expert assistance to the court 
and to investors and, when appropriate, to file advisory reports on 
the fairness and feasibility of reorganization plans. It has no authority 
to veto or require the adoption of a plan of reorganization. 

Before the approval of any plan, the judge may, if the scheduled in- 
debtedness does not exceed $3,000,000, and must, if such indebtedness 
exceeds $3,000,000, submit to the Commission for examination and 
report the plan or plans which the judge regards as worthy of con- 
sideration.’** If requested by the judge or if upon its own motion and 
approved by the judge, the Commission files a notice of appearance, 

the Commission is deemed to be a party in interest in the proceedings 
with the right to be heard on all matters.’ 
The Commission has not considered its participation in every Chap- 


127 54 Stat. 825 (1940), as amended, 15 U.S.C. § 80a-24 (1958). 
128 52 Stat. 883 (1938), as amended, 11 U.S.C. $§ 501-676 (1958). 
129 52 Stat. 890 (1938), as amended, 11 U.S.C. $§ 572-3 (1958). 

130 52 Stat. 894 (1938), as amended, 11 U.S.C. $ 608 (1958). 
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ter X case to be either necessary or appropriate, since many cases in- 
volve principally trade or bank creditors and only a few public se- 
curity holders. The main criteria for Commission participation is the 
existence of a substantial public investor interest, but the Commis- 
sion might also file an appearance in a case having limited public in- 
vestor interest if the reorganization proceedings are being conducted 
in violation of important provisions of the act, or for other reasons. 

The division places non-participation cases in an “active watch” 
category. Even where the plans are not submitted to the Commission 
and no report is filed, the Chapter X staff must be prepared to consider 
and discuss the various reorganization proposals of interested parties 
while the plans are being formulated and to comment fully upon all 
plans that are the subject of hearings for approval or confirmation by 
the court. 

In participation cases, the Chapter X staff assists the disinterested 
trustee to carry out his responsibilities of becoming fully informed 
on all the details of the financial history and business practice of the 
debtor. It calls to the attention of the trustee, and to the court, if 


a necessary, any matters that should be acted upon, such as claims against 
s persons who may have mismanaged the debtor’s affairs or appear to 
e be otherwise guilty of misconduct. The Commission is constantly 
* alert to insist upon the honesty of fiduciaries in their dealings with 
d the estate and investors, and it seeks to have the trustee removed if he 
rt does not appear to be disinterested, and to have security holder com- 
= mittees disqualified if conflicts of interest appear to exist. Another 
ry important activity performed by the Commission is to assist the 
court in determining the often difficult problem of equitable compen- 
= sation for services rendered and expenses incurred by the trustees, 
- attorneys and protective committees in the proceedings. 
ad Where advisory reports are rendered, intensive legal and financial 
n- studies of the debtor are made by the staff to determine whether the 
nd plans meet the standards of fairness and feasibility. When the Com- 
ce, mission files a formal advisory report on a plan, copies or a summary 
gs must be sent to all security holders and creditors before they are asked 
to vote on the plan. 
ap- 





D. Regional Offices 


The regional offices and their branches, which are strategically 
located in seventeen major financial centers throughout the nation, 
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are the eyes and ears and enforcement arms of the Commission. More 
than 40 per cent of the complement comprising the agency is stationed 
close to the actual operations of the securities markets.’** Their chief 
function is investigation of suspected violations and enforcement of 
sanctions under all of the statutes administered by the Commission, 
but particularly the Securities Act and the Securities Exchange Act. 


Although the work of the regional offices is subject to the super- 
vision and direction of the respective division directors, depending 
upon the nature of the matter to be investigated, these offices possess 
broad initiative to ferret out questionable transactions and to develop 
cases. Complaints regarding possible violations of the securities statutes 
are customarily submitted by members of the public directly to the 
regional and branch offices, primarily because of their proximity to 
the area where the complainant lives or the transactions took place. 
Where the complaint appears to relate to a violation of the securities 
laws, the regional office will, as soon as practicable, conduct an investi- 
gation to ascertain whether the charges appear to be true and whether 
the matter requires further investigation leading to the possible im- 
position of some form of disciplinary action. If the complaint is 
specious, as where an investor is grieved simply because his investment 
decreased rather than augmented in value, the matter is closed by the 
regional office. However, if more extensive investigation is indicated, 
the regional office will recommend to the Commission, through the 
Division of Trading and Exchanges, the issuance of a formal order 
of investigation.** The formal order empowers the officers designated 
to take testimony under oath and to subpoena witnesses and docu- 
ments. Although the Commission probably could delegate to the staff 
the power to issue formal orders of investigation, throughout its exist- 
ence the Commission has retained to itself the ultimate authority to 
determine what types of suspected violations should be investigated 
and developed. 

A major part of the investigative and enforcement activities con- 
ducted in the regional offices is concerned with the operations of 
broker-dealers. All broker-dealers registered with the Commission are 
subject to surprise inspections to determine compliance with the statu- 
tory provisions and rules relating, especially, to bookkeeping, net 







































131 As of June 22, 1959 there were 549 employees in the headquarters office and 381 
in the field offices. 
132 48 Stat. 85 (1933), as amended, 15 U.S.C. $77s(b) (1958) ; 48 Stat. 900 (1934), 
as amended, 15 U.S.C. § 78u(b) (1958). 
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capital, sales of unregistered securities and manipulative activities. In 
recent years, the Commission has constantly expanded its program of 
periodic inspections of broker-dealers, and in fiscal 1958 an all-time 
record of 1452 inspections was achieved.** Due to personnel and 
appropriation limitations, the Commission is unable to inspect broker- 
dealers with anywhere near the same degree of regularity that bank 
examiners visit banks.** In addition, reliance must be placed, to an 
extent, on the self-regulation activities carried on by the major stock 
exchanges and the National Association of Securities Dealers, Inc., to 
inspect their own members. Since the New York Stock Exchange, as 
well as some other exchanges, enforce comprehensive programs of sur- 
prise audits of their own members, the Commission does not as a rule 
inspect their member firms on a routine basis. Through a cooperative 
inspection program established between the Commission and the Na- 
tional Association of Securities Dealers, Inc., the timing of the respec- 
tive visitations to broker-dealers by the Commission and the Asso- 
ciation is coordinated to avoid, where feasible, unnecessary duplication 
and overlapping. 

A written report analyzing the results of the Commission’s inspec- 
tions is prepared by the regional office. If the Regional Administrator 
determines that the violations uncovered, if any, are not substantial, he 
will simply inform the registrant in writing of the deficiencies and 
request the firm to institute appropriate corrective action. On the 
other hand, if the transgressions are serious, appropriate action to re- 
voke the broker-dealer registration or suspend from the National As- 
sociation of Securities Dealers, Inc., secure injunctive relief or refer 
the matter to the Department of Justice for criminal prosecution will 
be recommended to the Commission through the Division of Trading 
and Exchanges, or the General Counsel in the case of criminal refer- 
ences. 


In addition to being subject to periodic inspections, registered 
broker-dealers are required to file annually with the regional office 
in the area where their main office is located, reports of their financial 
condition, which, with minor exceptions, are required to be certi- 
fied.*° These reports are analyzed in the regional office for com- 
pliance with the requirement that the aggregate indebtedness of the 


183 This represented an increase of more than 19% over inspections made during the 
previous fiscal year. 

134 Effective June 30, 1958, 4,664 broker-dealers were registered with the Commission. 
135 17 C.F.R. § 240.17a-5 (Supp. 1959). 











84 THE GEORGE WASHINGTON LAW REVIEW 


firm to other persons does not exceed 2000 per centum of its net capi- 
tal, that is, that its aggregate liquid assets, computed in accordance 
with the net capital rule, amount to at least 105 per cent of its aggre- 
gate indebtedness.*** 

The regional offices perform two other important functions. They 
receive for filing and process the offering circulars used by issuers to 
raise relatively small amounts of capital. Under section 3(b) of the 
Securities Act the Commission is empowered to exempt from the 
registration provisions, subject to terms and conditions prescribed by 
the Commission, certain offerings that do not exceed in the aggregate 
$300,000."*7 The most important regulation promulgated under this 
authority is regulation A.*** In order to assist the persons using this 
exemption, the Commission has assigned regulation A responsibilities 
to the regional offices, so that the issuer’s representatives may confer 
with the staff and resolve possible problems of compliance at a loca- 
tion close to the issuer’s business. 

The regional offices have also been delegated the important respon- 
sibility of assisting members of the public to understand the applica- 
tion and meaning of the federal securities statutes, particularly the 


Securities Act and Securities Exchange Act. Their attorneys, account- 
ants and broker-dealer inspectors are available at all times to answer 
inquiries and render interpretative advice on the requirements of the 
securities laws and the procedures and practices of the Commission. 


VIII ConcLusion 


The flexibility of the administrative process in meeting the mutative 
problems presented by securities markets regulation has been illus- 
trated in this exposition of the organization, procedures and practices 
of the Securities and Exchange Commission. Through its ability to 
accommodate the intricate anatomy of the federal securities statutes 
to the constantly changing, complex, and accelerated operations of 
the capital markets, the Commission has developed regulatory pro- 
cedures and practices that are both practical and unique. For example, 
its informal administrative techniques, exemplified by deficiency and 
no action letters and pre-filing conferences, represent efficient solu- 
tions to the dual objectives of effective enforcement of the statutory 


136 17 C.F.R. § 240.15c3-1 (1949). 
187 48 Stat. 76 (1933), as amended, 15 U.S.C. $77c(b) (1958). 
138 17 C.F.R. §§ 230.251- .262 (Supp. 1959). 
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policies and objectives and of fairly informing members of the public 
of their responsibilities under the federal securities laws. On the other 
hand, its scrupulous recognition of the separation of functions concept 
and careful adherence to the standards of due process in adjudicatory 
proceedings provide formal protections from arbitrary or capricious 
Commission action to all persons subject to its jurisdiction. 

The ultimate design of this organizational structure and these pro- 
cedures and practices is to furnish the Commission with the dynamics 
to discharge its statutory mandate. The composite essence of this 
authority is to provide an informed investment climate for investors 
and protect the public from misrepresentations and fraud in the dis- 
tribution and trading of corporate securities, and to prevent the recur- 
rence of the abuses that once existed in the operations of public utility 
holding company systems and the investment company industry. 





EFFECT OF FEDERAL REGULATION ON 
DISTRIBUTION OF AND TRADING IN 
SECURITIES 


Thomas A. Halleran* and John N. Calderwood** 
Cravath, Swaine & Moore, New York 


I. INTRODUCTION 


Prior to 1933, the regulation of securities markets was left almost 
entirely to the states. The state laws were, of course, not uniform and 
in many cases were either non-existent or completely inadequate, 
either because of limited scope or perfunctory enforcement. 

The speculative excesses and market manipulation of the late 1920’s, 
followed by the great depression and the coming of the New Deal! 
led to a new series of investigations of the securities industry? and 
ultimately to the enactment of the various federal statutes affecting 
the securities markets directly or indirectly.* This article deals 


*A.B., 1923, Amherst College; LL.B., 1931, Columbia Law School. Member 


of the New York Bar. 


** A.B., 1938, Grove City College; LL.B., 1941, Harvard Law School. Member 
of the Pennsylvania and New York Bars. 


1 Coldly Pecora made his witnesses recollect the gilded past—the stupendous 
bonuses they had received and the taxes they had avoided, the stock market 
pools they had rigged, the holding companies they had launched, the bad in- 
vestments they had palmed off on a trusting nation. From their reluctant 
testimony emerged the portrait of a world of insiders where for years business- 
men had greedily stuffed their own pockets at the expense of the innocent and 
a American citizen. SCHLESINGER, THE COMING OF THE NEW Dea. 437 
(1959). 

2 The securities markets had been subjected to governmental scrutiny prior to the 

depression years. For a summary of the earlier and the New Deal investigations see 
United States v. Morgan, 118 F. Supp. 621, 645-46 (S.D.N.Y. 1953). 


3 Securities Act of 1933, 48 Stat. 74, as amended, 15 U.S.C. §§ 77a-aa (1958); 
Banking Act of 1933, 48 Stat. 162 (codified in scattered sections of 12 U.S.C.); 
Securities Exchange Act of 1934, 48 Stat. 881, as amended, 15 U.S.C. §§ 78a-jj 
(1958) ; Public Utility Holding Company Act of 1935, 49 Stat. 803, as amended, 15 
U.S.C. §§ 79-z-6 (1958); Trust Indenture Act of 1939, 53 Stat. 1149, as amended, 
15 U.S.C. §§ 77aaa-bbbb (1958); Investment Company Act of 1940, 54 Stat. 789, as 
amended, 15 U.S.C. §§ 80a-1—80a-52 (1958); Investment Advisers Act of 1940, 54 
Stat. 847, as amended, 15 U.S.C. §§ 80b-1-80b-21 (1958). The authors throughout 
this article cite sections of the Securities Act of 1933 and the Securities Exchange 
Act of 1934. The following are the parallel citations to the Statutes at Large and 
the U. S. Code. 

Securities Act of 1933: 

Section 2, 48 Stat. 74, as amended, 15 U.S.C. § 77b (1958). 

Section 4, 48 Stat. 77, as amended, 15 U.S.C. § 77d (1958). 

Section 11, 48 Stat. 86, as amended, 15 U.S.C. § 77v (1958). 


[ 86] 
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primarily with the Securities Act of 1933 (the “1933 act”) and the 
Securities Exchange Act of 1934 (the “1934 act”), touching on the 
other acts only in so far as they affect the distribution of or trading 
in securities, as such. 

The 1933 act provided for administration by the Federal Trade 
Commission, but it soon became apparent that the Federal Trade 
Commission had too many other duties to enforce adequately the 
provisions of the 1933 act. It also became apparent that many pro- 
visions of the 1933 act itself were unworkable. In 1934, the 1933 act 
went through substantial amendments and, as part of the 1934 act, 
Congress established the Securities and Exchange Commission to 
administer securities legislation. 

It is perhaps remarkable that, despite the atmosphere of bitterness 
and recrimination which preceded and for a considerable period fol- 
lowed the enactment of the securities legislation,* a workable and 
generally accepted pattern of doing business under that legislation 
has emerged. The authors believe that a major part of the credit 
for that result must go to the SEC and its staff who, notwithstanding 
normal and inevitable disagreements with the business community 
and its counsel over the years, have managed to pursue the basic 
purposes of the securities legislation, while striking a balance between 
its literal bureaucratic enforcement and the practical necessities of 
doing business. Most practicing lawyers who deal frequently with 
government agencies will agree that, in connection with its dealings 
with the distribution of and trading in securities, the SEC has been 
exceptionally competent, workmanlike and unbiased. 


Il. Tue Narvre or Securities MARKETS 


As background, we include a description of the complicated process 
by which securities pass from the hands of the issuer into the hands 


Securities Exchange Act of 1934: 
Section 4, 48 Stat. 885, as amended, 1 
Section 5, 48 Stat. 885, as amended, 1 
Section 6, 48 Stat. 885, as amended, 1 
Section 7, 48 Stat. 886, as amended, 1 
Section 8, 48 Stat. 888, as amended, 1 
Section 9, 48 Stat. 889, as amended, 1 
Section 10, 48 Stat. 891, as amended, 15 
Section 12, 48 Stat. 892, as amended, 15 
Section 13, 48 Stat. 894, as amended, 15 
Section 15, 49 Stat. 1377 (1936), as ‘amended 
Section 16, 48 Stat. 896, as amended, 15 
4 See The SEC, Fortune, June 1940, p. 91. 
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of the ultimate investor, or from the hands of one investor to an- 
other.** 


The process by which securities reach the investing public in- 
volves the separate functions of the investment banking and broker- 
dealer mechanisms. It is obviously of fundamental importance to 
the national economy. 


The term “investment banker” is used herein to describe a dealer 
in securities who takes an underwriter’s commitment* with respect 
to securities issues, whether originated by himself or by others; and 
the terms “broker”, “dealer” and “broker-dealer” are used to describe 
a dealer in securities who sells securities to the public, but does not 
take an underwriter’s commitment. Some firms act as both invest- 
ment bankers and broker-dealers; some firms which engage in either 
or both activities are members of one or more national securities ex- 
changes; and other firms which engage in either or both activities 
operate only in the over-the-counter market. 


A. Origination 


The origination of an issue is a complex process, which may re- 
quire months of preparatory work before the security is ready for 
public distribution. Origination typically involves conversations and 
negotiations between the prospective issuing corporation, which has 
some immediate or future needs for capital funds, and one or more 
investment bankers, looking towards the formulation of the precise 
type of financing which can best serve the needs of the issuer. At 
the same time, the originating banker also makes such investigation 
of the business and affairs of the issuer as may be necessary to formu- 
late the financing plan and to prepare for the eventual public offering 
of the securities. 


It has been customary for many years for a single investment bank- 
er, who has close contacts with the issuer, sometimes extending over 


4a Our description is necessarily condensed and oversimplified. For a more detailed 
and excellent description of the investment banking business, see United States v. 
Morgan, supra note, at 635-55 


4b The term “underwriter’s commitment” as used herein usually refers to a so- 
called “firm commitment”, i.¢e., an obligation to take up and pay for the securities, 
subject to compliance by the issuer with certain formal conditions, including receipt 
of satisfactory opinions of counsel. In addition to such commitments, underwriting 
arrangements sometimes take the form of an agreement to sell as agents for the 
issuer, Or an agreement to use best efforts to place the securities for the issuer, but 
such arrangements are the exception rather than the rule in cases of issues by estab- 
lished companies. 
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a long period, to handle all details of origination. On occasion, two 
or more investment banking firms will have established equally close 
contacts with the issuer and will act jointly as originating bankers. 

Origination of an issue has always carried with it the implied en- 
dorsement by the originating banker of the financial integrity of the 
issuer and the merits of the security. Consequently, no responsible 
banking firm will lend its name to the origination of a securities issue 
unless it is prepared to accept the moral responsibility which tradi- 
tionally attaches to the originating function. 


Determining the form of the financing includes deciding whether 
the security will be a debt obligation or equity security and whether 
the security will be sold to the general public or whether it will 
be offered in the first instance for subscription by stockholders. In 
either case, the issuer will wish to assure itself of raising the money 
it needs by entering into a firm commitment to sell the securities (or 
the unsubscribed balance of the securities) at a fixed price to invest- 
ment bankers (the “underwriting group”), by means of a “purchase 
contract”, in the case of a general public offering, or an “underwrit- 
ing agreement”, in the case of a subscription offer. The net price 
which the underwriting group agrees to pay the issuer for the securi- 
ties is always less than the public offering price, and the difference, 
whether it takes the form of an underwriting commission or a dis- 
count from the public offering price, is known as the “spread”. 

Of the thousands of securities dealers in the United States, only 
a relatively small number are investment bankers actively engaged in 
the originating process. Origination not only requires highly ex- 
pert talents, coupled with an intimate knowledge of various industries, 
but also sufficient capital funds to finance the underwriting risks 
involved. 


While not within the scope of this article, no single piece of federal 
legislation has had a greater impact on the securities industry than the 
Banking Act of 1933, which required the separation of the business 
of commercial or deposit banking from the business of investment 
banking. This act caused the withdrawal from the investment bank- 
ing field of the capital funds of the great commercial banks and their 
securities affiliates, which had theretofore been among the leaders in 
the origination and distribution of securities. Even the leading invest- 
ment banking firms today have relatively small capital,’ and their use 


5 Of the 17 firms which were defendants in United States v. Morgan, supra note 2, 
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of that capital has been restricted by various regulations of the SEC 
and the stock exchanges. 


B. Distribution 


In a general public offering of securities, the underwriting group 
may make some direct sales to institutional investors and other large 
buyers, but most sales at retail are made not by the underwriters as 
such, but by a group of dealers, usually known as the “selling group”, 
who receive part of the spread from the underwriters as a selling 
group commission for their services in the distribution process. The 
selling group may range in number from well under a hundred 
dealers, in the case of relatively small issues, to several thousand deal- 
ers, in the case of large issues. Members of the underwriting group 
usually participate to some extent in retail sales of the issue, either by 
retaining securities from their original underwriting commitment or 
by subscribing to additional securities as members of the selling group, 
and in either case receive the selling group commission on such retail 
sales. 

Unlike most other businesses many firms in the securities industry 
act as both wholesalers and retailers. An outstanding example of the 
combination of the two functions is Merrill Lynch, Pierce, Fenner 
& Smith, Incorporated, which not only fulfills the wholesale func- 
tion by originating securities issues and by taking substantial under- 
writing commitments with respect to securities originated by others, 
but also, through its 127 branch offices, sells large amounts of securi- 
ties at retail. On the other hand, such leading originating firms as 
Morgan Stanley & Co., Kuhn, Loeb & Co. and Dillon, Read & Co. 
Inc., have traditionally refrained from retail sales to the general 
public. 


Because most security issues are offered at a fixed public offering 
price, it has been the general practice for many years for the originat- 
ing banker to attempt to maintain that price until the offering is 
completed. Prior to 1933, price maintenance was effected through 
a syndicate trading account, organized by the originating banker, 
which bid for and purchased the security in the open market during 
the period of distribution. In addition, selling group agreements 
contained price maintenance provisions, under which a selling group 


as of 1949, only 7 had capital of $5,000,000 or larger, 8 had capital of between $2,000,000 
and $5,000,000 and 2 had capital of between $1,000,000 and $2,000,000. 
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member who sold securities which were repurchased through the 
trading account was either required to repurchase such securities 
or was penalized by losing the selling group commission on such 
securities. As will appear below, both the trading account and the 
price maintenance provisions are still in use, in somewhat altered 
form, in today’s securities markets. 

In addition to the distribution of original issues (i.e., securities 
being issued and sold for the first time by the issuer), the underwriting 
and distribution mechanisms are also employed for so-called secondary 
distributions. A secondary distribution is the sale of a block of out- 
standing securities by the holder thereof which, because of the size 
of the block or because the existing market for other securities of 
the same class may be “thin” or inactive, can best be accomplished 
through a dealer group rather than through the usual trading chan- 
nels. The technique of the secondary distribution is the same as that 
for an original issue, except that the underwriting group purchases 
the issue from the holder, instead of from the issuer. Under certain 
circumstances, secondary distributions are required, by reason of 
sections 2(11) and 4(1) of the 1933 act, to be registered under that 
act. 


C. Trading 


Trading in securities, which is an activity as old as the modern cor- 
porate form of organization, involves the sale of previously outstand- 
ing securities by the holder to a subsequent purchaser. 

The two great trading markets in the United States are the organ- 
ized securities exchanges, known since the enactment of the 1934 
act as “national securities exchanges”, and the “over-the-counter” 
market. 

There are 14 national securities exchanges registered with the 
SEC,*® of which the oldest and largest is the New York Stock Ex- 
change. The primary function of these exchanges is to provide a 
free auction market for securities, in which prices are determined on 
the floor of the exchange by the price at which the buyer is willing 
to buy and the seller is willing to sell, and the resultant market quota- 
tions are published immediately. 

One distinguishing feature of trading on the exchanges is that the 


624 SEC ANNUAL Report 56 (1958). Four other exchanges have been exempted 
from regulation pursuant to section 5 of the Securities Exchange Act. 48 Stat. 885 
(1934), 15 U.S.C. § 78e (1958). 
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buying and selling brokers act only as agents, so far as their customers 
are concerned, and may charge only a brokerage commission fixed 
by the exchange. An exchange member cannot ordinarily deal with 
his customer as a principal, either by selling the customer a listed 
security which the exchange member already owns or by buying 
from the customer a listed security which the customer wishes to 
sell. However, an exchange member may, and often does, purchase 
or sell listed securities for his own account, but such purchases and 
sales must ordinarily be effected on the floor of the exchange. 


In order to have its securities traded on a national securities ex- 
change, a corporation must list its securities on that exchange and 
register them under section 12 of the 1934 act. The listing require- 
ments of the various stock exchanges differ, with those of the New 
York Stock Exchange being most stringent as to the size of the cor- 
poration, its earnings record, the number of its stockholders and the 
amount of its securities outstanding in the hands of the public. Some 
corporations have listed their securities on more than one exchange 
and, once a security has been listed on any national securities ex- 
change, it may be admitted to so-called unlisted trading privileges on 
any other exchange upon application by the other exchange. 


Those securities not listed on a national securities exchange are 
traded in the over-the-counter market. This market is not an organ- 
ized market at all, but consists of those dealers who “make a market” 
in a particular security by being ready to buy or sell at a price. In 
contrast to exchange transactions, where the buying and selling brok- 
ers act as agents for the customers, the typical over-the-counter trans- 
action involves a sale by one dealer, acting as principal, to another 
dealer, also acting as principal. The selling dealer may have acquired 
the security some time before, and have carried it in his inventory, 
or he may have purchased it as principal from a customer with a view 
to immediate resale. Similarly, the buying dealer may either be pur- 
chasing for his own account for inventory, or for immediate resale 
as principal to a customer who has expressed interest in or has placed 
an order to buy that security. The difference between the “bid” 
and “asked” prices on the over-the-counter market tend to be sub- 
stantially greater than on exchanges. Furthermore, it is generally 
true that the cost to the customer of buying or selling a security in 
the over-the-counter market is somewhat higher than the correspond- 
ing exchange commissions. 
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Transactions in the over-the-counter market are effected primarily 
by direct inquiries and negotiations, through telephone or wire con- 
nections, among the dealers who wish to purchase or sell a particular 
security. In addition, the National Quotation Bureau, Inc. publishes 
a daily list (the so-called “pink sheets”), which shows the dealers 
who are making a market in a particular security, usually shows the 
current bid and asked prices for the security, and sometimes shows 
the actual price or prices at which the security was traded on the 
previous day. 

The participants in the over-the-counter market consist in part 
of some of the largest firms in the country, who also take an active 
part in the origination and distribution of securities, and in part of 
smaller dealers who limit their activities to trading in the securities 
of a few companies, which are often companies in the locality where 
the dealer has his office. Typical of the large underwriting firms 
which are active in the over-the-counter market are The First Boston 
Corporation and Blyth & Co., Inc., which are not members of any na- 
tional securities exchange, and Merrill Lynch, Pierce, Fenner & Smith, 
Incorporated, which, in addition to being the largest member firm of 
the New York Stock Exchange, also conducts a large over-the- 
counter business in unlisted securities. 

The fact that a security is traded over-the-counter, rather than on 
a national securities exchange, is not necessarily an index as to the 
quality of the security. The securities of most of the large banks 
and insurance companies are traded solely over-the-counter. In ad- 
dition, the over-the-counter market is the only market for state and 
municipal bonds,’ and is frequently the principal market for bonds 
which are listed on an exchange. Furthermore, many fairly large 
industrial corporations prefer to have their securities traded solely 
in the over-the-counter market, for a variety of reasons, including the 
belief that the over-the-counter market provides a better market in 
many cases than does the automatic auction market of the stock ex- 
changes. However, it is generally true that once a corporation has 
achieved a fairly wide market for its securities in the over-the-counter 
market, it is likely to list its securities on a national securities exchange. 





7 Because margin regulations do not apply to such securities, and because of the 
almost complete absence of federal or state regulation, the market for federal, state 
and municipal bonds is among the most speculative markets existing today. 
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IJ. Evrrecr or FepERAL LEGISLATION ON ORIGINATION 
AND DIsTRIBUTION OF SECURITIES 


Under this heading, we deal with the effect of the 1933 and 1934 
acts on the origination and distribution of securities, as distinguished 
from their effect on trading in outstanding securities. 


A. Disclosure 


The purpose of the 1933 act was not regulation of the types of 
securities which could be sold, but disclosure of facts which would 
enable investors to decide whether or not to buy upon the basis of a 
full and fair disclosure of all pertinent information. This is in con- 
trast to a number of state laws under which the authorities, in 
substance, have the power to forbid the sale of securities of which 
they disapprove. 

Prior to the 1933 act, issues put out by even reputable houses were 
frequently sold on the basis of what would today be considered as 
rather sketchy information. A typical offering circular for that period 
contained little or no financial information, very little information as 
to use of proceeds, a rather brief description of the securities them- 
selves and few, if any, material facts relating to the business of the 
issuer. Furthermore, the disclosures required today with respect to 
such matters as underwriting spreads, compensation of management 
and the possible interest of insiders in the financing or in recent trans- 
actions with the issuer were virtually unknown. 

The 1933 act, however, required full disclosure of all material 
facts with respect to such matters; and made everyone concerned 
with the issue—the issuer, its directors and signing officers, the under- 
writers, the accountants and other experts (with certain exceptions)— 
liable not only for misstatements but for omission to state material 
facts. 

Because of the strict liability provisions of the 1933 act, the tend- 
ency in the early days of the act was to leave nothing unsaid in the 
description of the business, properties, contracts, underwriting ar- 
rangements, etc. and to describe in painstaking detail various other 
matters which today would be regarded as having little material bear- 
ing on the merits of the issue. Also, the forms then in use required 
(a) a registration statement containing a series of questions, followed 
by the answers, (b) a separate prospectus in which the answers to 
certain of the same questions were set forth in narrative form. This 
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of course was a bonanza to the printers but of little help to the in- 
vesting public.® 

In recent years, the SEC’s rules have permitted answering most of 
the questions in narrative form in a prospectus which forms Part I 
of a registration statement,® with certain formal matters being in- 
cluded in Part II which is not distributed to the public generally (al- 
though available for inspection), and have been designed to en- 
courage brevity and clarity in the final selling document. Also, as 
the liability provisions of the 1933 act lost some of their terror, the 
tendency has been—particularly in the case of a large well-seasoned 
enterprise—to stick to essentials and to paint with a broad brush. To 
illustrate, in 1935 Bethlehem Steel Corporation filed a final prospectus 
of 54 printed pages and a registration statement of 84 printed pages, 
all 8 by 13 inches, whereas its most recent registration, in 1958, con- 
sisted of a prospectus of 34 pages, 8 by 914 inches, and a Part II con- 
sisting of 16 pages (including signature pages, consents, etc.), of 8 
by 13 inches. 

The most significant change from the point of view of disclosure 
resulting from the 1933 act has been the great increase in required 
financial information. The typical pre-1933 offering circular con- 
tained either no financial statements (in which case the prospective 
investor had to rely entirely upon the financial statements previously 
published by the issuer, as reported in standard statistical services) 
or at best rather sketchy financials. Prior to 1933, published financial 
statements, even those of leading corporations certified by nationally 
known accounting firms, varied widely both as to form and degree of 
disclosure. Although the New York Stock Exchange was becoming 
increasingly strict, prior to 1933, in its accounting requirements for 
listed companies, there was still no uniformity in the form or con- 
tent of the financial statements published by such companies. 

At the present time, for the ordinary offering, a prospectus must 
contain a balance sheet as of a date within either 90 days or six months 
prior to filing the registration statement, statements of profit and 
loss and surplus for a period of at least three years, a five year sum- 

8 One of the most horrendous examples of the early registration process was the 
Registration Statement on Form E-1 (a form for certain “reorganizations”, since 
abandoned by the SEC) filed by Republic Steel Corporation in September 1934. The 
documents officially filed with the SEC as part of that Registration Statement com- 
prised 19,897 printed pages, weighed 149.5 pounds and had a cubic content of 9.8 


cubic feet. The final Prospectus dated September 11, 1935 consisted of 84 printed pages, 
8 x 13 inches. 


® SEC Regulation C, 17 C. F. R. § 230.404 (1949). 
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mary of earnings and certain other information, all certified by in- 
dependent public accountants. In addition, Part II of the registration 
statement must contain certain supporting financial schedules. 

Over the years, the SEC has established various rules both as to the 
way in which accounts are to be kept and as to the independence of 
the accountants who certify them."® These regulations have general- 
ly been much more realistic than most other bureaucratic systems of 
accounts, and generally (although sometimes reluctantly") have 
had the support of the accounting profession. There is no doubt 
that the SEC’s accounting regulations have contributed greatly to 
the understanding of business affairs by the investing public. 

Many cynics contend—and perhaps with some measure of justifi- 
cation—that the disclosure requirements of the 1933 act have not 
basically changed the buying habits of the investing public. If the 
word gets around that a particular issue is “hot”, buyers will be found 
no matter how speculative the venture’? or how dismal the disclosures 
in the registration statement. Many people feel that prospectuses are 
read with care only by investment analysts and institutional investors 
who, even pre-1933, would normally have done their best to inform 
themselves anyway. The act cannot and does not protect people 
from their own foolishness. 

On the other hand, the necessity for living in a goldfish bowl’**— 
plus the lurking possibility of civil and criminal liability for material 
misstatements or omissions in selling documents—have undoubtedly 
contributed greatly to improving standards of corporate morality and 
the practices of the financial community. Moreover, despite the 
cynics, the fact is that the 1933 act has made available a wealth of 
financial and statistical information, some of it considered “top 
secret” in corporate circles prior to 1933. This information becomes 


10 Regulation S-X, 17 C.F.R. §§ 210.2-01 to 210.2-05 (Supp. 1959). 


11 Accountants Dissent on Many of SEC’s Proposed Changes in Regulation S-X, 
30 J. Accountancy 312 (1950). 

12 This was well illustrated recently by the filing of a registration statement for 
an issue of securities of a corporation organized to search for sunken Spanish treasure. 
SEC News Digest, June 5, 1959, p. 5. 

13 The Securities Act is strong insofar as publicity is potent; it is weak insofar 
as publicity is not enough. Publicity is especially effective when a broad sales 
effort is under way. The existence of bonuses, of excessive commissions and 
salaries, of preferential lists and the like, may all be open secrets among the 
knowing, but the knowing are few. There is a shrinking quality to such 
transactions; to force knowledge of them into the open is largely to restrain 
their happening. Many practices safely pursued in private lose their justification 
in _ Frankfurter, The Federal Securities Act: II, Fortune, August 1933, 
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available to the buying public at least indirectly through professional 
analysts and other informed sources. An investor who takes the 
trouble to act with reasonable prudence can usually obtain all the 
information required to make an informed judgment on any new y 
securities issue. 


B. Timing 





In a pre-1933 underwriting—even though preparations for the 4 
issue may have taken many months—the offering circular and other 
documents were frequently prepared in a matter of two or three days 
and the offering went forward immediately. The 1933 act provides, 
however, that the effective date of a registration statement is the 20th 
day after the filing thereof or such earlier date as the SEC may deter- 
mine, and the securities may not be sold until the statement has be- 
come effective. It also provided that, with certain exceptions, the 
filing of an amendment starts a new 20-day period. # 

At first, it was believed that this would make underwriting securi- 
ties impossible, since no sane underwriter would be willing to fix q 
the price of an issue 20 days in advance. However, by cooperation : 
between the industry and the SEC, a procedure was worked out, 
under the SEC’s statutory authority to advance the effective date, 
which, in most normal underwritings, works this way: About 10 
days to two weeks after the registration statement is filed, the SEC 
issues a “deficiency letter” in which are set forth matters which the 
staff of the SEC believes should be added, deleted or changed. There- 
upon, and sometimes after a day or two of argument as to certain d 
of such comments, a first amendment is filed reflecting such changes 
as may be required to meet the SEC’s comments. Neither the original 
filing nor the first amendment contain any information as to price, 
underwriting commissions, interest rate and the like. Late on the 19th 
day or early on the 20th day, a final amendment is filed in which, 
most frequently, the only change is the insertion of such price infor- 
mation. The purchase agreement is signed at or about the same time. 

The SEC then issues an order granting “acceleration” and the regis- | 
tration statement, as amended, becomes effective on the 20th day ; 
from the original filing. 

One effect of the 20-day waiting period—particularly since the 
1954 amendments of the 1933 act’* and the SEC’s rules encouraging 





14 68 Stat. 683 (1954), 15 U.S.C. §§ 77b-u (1958). 
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the distribution of preliminary prospectuses’*—has been that informa- 
tion about the issuer and the offering is reasonably widely disseminated 
for some time prior to the actual public offering of the securities. 

On the other hand, the SEC has used its discretionary power to 
grant or withhold acceleration to impose a number of policies which 
it believes desirable but which are not strictly authorized by statute." 
Since most transactions are impossible without acceleration, such 
policies have gone substantially unchallenged, except for some un- 
favorable comment on the practice.*® 


C. Origination and Distribution 


Prior to 1933, the typical purchase contract was a firm commit- 
ment by the originating banking firm or firms to purchase the entire 
issue, at a fixed price, subject to favorable opinions of counsel. Some 
purchase contracts contained force majeure or “market out” clauses, 
under which the banker might terminate his commitment upon the 
happening of various unfavorable events, but such clauses were rarely 
invoked and many investment banking firms, as a matter of policy, 
would not include them in their contracts. 

Simultaneously with entering into a commitment to purchase the 
issue, the originating banker would enter into a series of syndication 
arrangements, the purpose of which was in part to spread the risk 
of the original commitment, through the formation of one or more 
intermediate syndicates of investment bankers which agreed to pur- 
chase the issue, at a step-up in price, and in part to arrange for the 
prompt resale of the issue to the public through a selling syndicate 
of retail dealers.’* 

The enactment of the 1933 act resulted in a substantial change, 
at least in form, in originating arrangements. Since 1933, the original 
purchase from the issuer has ordinarily been made directly by an 
underwriting group of investment bankers, rather than by one or 
two originating bankers.’* This change resulted in part from the 


1517 C.F.R. § 230.460 (Supp. 1959). 

15a Note to 17 C.F.R. § 230.460 (Supp. 1959). 

16 Gadsby and Garrett, “Acceleration” under the Securities Act of 1933—a Comment 
on the ABA’s Legislative Proposal, 13 Bus. Law 718 (1958). Mulford, “Accelera- 
tion” under the Securities Act of 1933—a Reply to the Securities and Exchange Com- 
mission, 14 Bus. Law 156 (1958). 

17 For a clear and complete description of syndicate organization and practices 
prior to the 1933 act, see Gourrich, Investment Banking Methods Prior to and Since 
the Securities Act of 1933, 4 Law & Contemp. Pros. 44, 45-52 (1937). 

18 One reason for this change, in the case of bond issues, was the imposition for 
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sharp reduction in over-all underwriting capital resulting from the 
Banking Act of 1933, which reduced the ability of the firms remain- 
ing in the investment banking business to assume the risks involved 
in global original purchases. However, the primary reason for the 
change was section 11(e) of the 1933 act, which limits the civil 
liability imposed on an underwriter by that act to the “total price 
at which the securities underwritten by him and distributed to the 
public were offered to the public”. Because of these civil liability 
provisions, it is the practice today, at the actual commitment stage 
of the originating process, for a relatively large group of underwriters 
(which may range from 20 to 25 investment banking firms in the 
case of the ordinary issue, to several hundred firms, in the case of a 
large issue), to sign the purchase contract, usually through the manag- 
ing underwriter as agent. Since each underwriter thereby agrees, 
severally but not jointly, to purchase a specified amount of the issue, 
the civil liability of such underwriter under the 1933 act is limited 
to the amount at which the specific securities which he agrees to 
purchase are resold to the public. 

The purchase contract or underwriting agreement still ordinarily 
constitutes a firm commitment. While the use of force majeure and 
“market out” clauses increased temporarily after the 1933 act, they 
are probably not used any more frequently today than they were 
prior to 1933. 

As a direct result of the 1933 act, it has become standard practice 
for the purchase contract or underwriting agreement to contain an 
indemnity provision, under which the issuer agrees to indemnify the 
underwriters against liability based on any deficiency or alleged defi- 
ciency in the registration statement and prospectus. The use of such 
indemnity provisions is practically universal today, on the theory that, 
as between the issuer and the underwriters, the expense and risk of 
loss entailed in defending the completeness and accuracy of the regis- 
tration statement should be borne by the enterprise which received 
the proceeds of sale of the issue.** 

Because the originating banker no longer has absolute control of 


the first time, by the Revenue Act of 1932, Title V, § 724, 47 Stat. 274, of a federal 
transfer tax on bonds, which thus resulted in a tax on a sale of bonds from the 
originating banker to the first intermediate syndicate, and on each subsequent inter- 
group sale. 

18a Such indemnity provisions ordinarily cover only the underwriters and do not run 
to dealers participating in the distribution as members of the selling group, because 
such dealers do not have the civil liabilities imposed upon underwriters by Section 11 
of the 1933 act. 
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the distribution of the issue by virtue of his original purchase from 
the issuer, it has become customary for the underwriters to enter 
into a so-called “agreement among underwriters”, which typically 
authorizes the investment banking firm or firms which have in fact 
originated the issue, acting as agents for the other underwriters, to 
sign the purchase contract or underwriting agreement with the issuer, 
and to manage and supervise the public offering. As a result of the ar- 
rangements formalized by the agreement among underwriters, it is 
still the practice for the investment banker or bankers who have the 
closest contacts with the issuer to control all the steps in the origina- 
tion and distribution processes, even though the underwriting risk is 
now shared among many firms instead of being assumed in the first 
instance solely by the originating bankers. 

Having committed themselves to purchase the securities from the 
issuer, the underwriters, acting through the managers, in turn resell 
the securities to dealers in a selling group, at a price equal to the 
public offering price less a specified selling group commission. How- 
ever, because such a sale to dealers is treated like any other sale of 
securities for purposes of the 1933 act, the sale cannot be effected 
until after the registration statement has become effective and a pros- 
pectus has been sent or given to the prospective members of the 
selling group. As a practical matter, advance indications of interest 
from prospective members of the selling group, which may now be 
freely solicited by the managing underwriters,’®” probably afford as 
much certainty of the ultimate success of the issue as was available 
prior to 1933. 

The actual agreements with the selling group have not been sub- 
stantially affected by the passage of the 1933 act. The obligation of 
a selling group dealer is still limited to paying for whatever amount 
of the issue he agrees to purchase. It is still common practice for 
selling group agreements to contain price maintenance and penalty 
provisions similar to those described above." The agreement among 
underwriters ordinarily provides that the underwriters will be bound 





18b The 1954 amendments-to the 1933 act legalized the making of “offers to sell” 
and the “solicitation of offers to buy” prior to the effective date of the registration 
statement, although no sale of the security can be effected until the registration 
statement has become effective. 68 Stat. 683 (1954), 15 U.S.C. § 77b (1958). 

19 In part as a result of the allegations of antitrust law violation in United States v. 
Morgan, supra note, 2 some underwriting firms have either abandoned or modified 
the form of such provisions, and a few underwriting firms have discontinued the use 
of any formal selling group agreement. 
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by all the provisions of the selling group agreements, including the 
price maintenance provisions, whether or not they become members 
of the selling group. 

As a result of the changes in originating practices described above, 
it is no longer practicable for the originating banker to obtain his 
compensation by a sale of the issue at a step-up to an intermediate 
underwriting syndicate. Instead, it has become the usual practice 
for the members of the underwriting group to agree to pay a manage- 
ment fee to the managing underwriter, which normally is fixed at 
about 10 per cent of the total underwriting commission or discount 
but which may instead be expressed as a percentage of underwriting 
profit. 


Gross spreads on securities issues have tended to shrink since 1933, 
although the precise degree of shrinkage is beclouded by the lack 
of accurate statistical information as to pre-1933 spreads, and it is 
difficult to assess the effect which federal securities legislation may 
have had. However, there is no doubt that the 1933 act, by requiring 
disclosure of underwriting commissions and discounts, has tended, 
over the years, to narrow gross spreads by making available to pros- 
pective issuers complete information as to what similarly situated 
companies, offering comparable securities for sale, have recently paid 
as underwriting commissions or discounts. Other factors which have 
had the same tendency are competitive bidding, discussed below, and 
the very real and ever increasing competition in the investment bank- 
ing business. 


D. Stabilizing 


As indicated above, prior to 1933 the originating bankers usually 
considered it necessary to attempt to maintain the public offering price 
of the securities during the period of distribution, through the opera- 
tions of the syndicate trading account. Complete information as to 
the operations of syndicate trading accounts prior to 1933 is not 
available. There can be little doubt that, in addition to being used 
for the limited and legitimate purpose of providing buying power 
to take care of the so-called “after-market” during a distribution 
(arising from sales to purchasers who immediately resell the securi- 
ties), syndicate trading accounts were also sometimes used to run up to 
market for outstanding securities prior to a new issue and to fix 
and maintain an artificially high offering price for the new securities. 
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The fact that there was no disclosure as to the existence or the activity 
of such accounts unquestionably operated in many cases to mislead 
investors. 

The 1934 act was designed, among other things, to put a halt to 
the various methods of manipulating security prices which had been 
among the abuses of the prior decades. However, even that act 
recognized, in section 9(a)(6), that transactions for the purpose 
of “pegging, fixing or stabilizing” the price of a security might be 
legitimate, and declared such transactions unlawful only when ef- 
fected “in contravention of such rules and regulations as the Com- 
mission may prescribe”. Although the SEC did not adopt any ef- 
fective rules under this section until several years after the passage 
of the 1934 act, the securities industry again found it necessary, as 
underwriting and distribution activities increased after the depression, 
to resort to the trading account mechanism to stabilize or maintain the 
public offering price of securities during the period of distribution. 
The activities of such trading accounts were for the most part care- 
fully circumscribed, in accordance with a series of informal inter- 
pretative opinions and rulings issued from time to time by the staff 
of the SEC to the managing underwriters who were operating such 
accounts.” Furthermore, where it was contemplated that stabilizing 
transactions might be affected in connection with the distribution of 
a security, the prospectus was required to disclose that fact and, if 
any stabilizing transactions had been effected prior to the public 
offering date, the prospectus was also required to disclose the extent 
of such transactions.”* 

In March, 1940, the SEC published a formal statement on the 
subject of “pegging, fixing and stabilizing security prices”, in which 
it concluded that legitimate stabilization would be permitted under 
a system of administrative interpretation.” The basic position of the 
SEC was that section 9(a)(2) of the 1934 act forbids trading by 
underwriters and others connected with a distribution during the 
period of distribution, except for certain private brokerage transac- 
tions and legitimate stabilization. “Stabilization” was “broadly de- 
fined” as “the buying of a security for the limited purpose of pre- 
venting or retarding a decline in its open market price in order to 
facilitate its distribution to the public”. That theory of stabilizing 


20 See for example, SEC Securities Exchange Act Release No. 605, April 17, 1936. 
21 Currently 17 C.F.R. § 230.426 (Supp. 1959). 


22 SEC Securities Exchange Act Release No. 2446, March 18, 1940. 
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has been carried over into the present rules X-10B-6 and X-10B-7 
under the 1934 act,”* which in effect codify the previous administra- 
tive interpretations and informal opinions, and fix fairly precisely the 
permissible limits of stabilizing operations. Since these rules were 
promulgated under section 10(b) of the 1934 act rather than under 
section 9(a), the rules operate to govern the distribution of both 
listed and unlisted securities. Most managing underwriters still con- 
sider it necessary to reserve the right to stabilize during the period 
of distribution. However, such stabilizing operations are in general 
conducted very cautiously, to the point where it is probably the ex- 
ception, rather than the rule, for the managers of an issue to purchase 
securities through the trading account during the course of the dis- 
tribution, except to cover over-allotments. 

It is still customary now, as it was prior to 1933, for the managers 
to create a short position during the course of a distribution, by de- 
liberately over-alloting their initial sales of the security in order to 
provide buying power to take care of the “aftermarket.” While such 
over-alloting may technically be a stabilizing transaction, the resultant 
buying by the manager for a group account to cover the short position 
created by the over-allotments is unquestionably legitimate. 


E. Competitive Bidding 


Very few securities issues were sold through competitive bidding 
prior to 1941, when the SEC adopted rule U-50 under the Public 
Utility Holding Company Act of 1935,” which required all public 
utility holding companies and subsidiaries thereof subject to that act 
(with certain limited exceptions) publicly to invite competitive sealed 
proposals for the purchase or underwriting of their securities.* 

The enormous growth in the amount of securities sold by com- 
petitive bidding since 1941 is one of the significant changes in the 
securities business. Space does not permit a recapitulation of the 
arguments of the opponents and proponents of competitive bidding, 
or a discussion of the merits and demerits thereof, or a description 


22a 17 C.F.R. § 240.10b-7 (Supp. 1959). 

22017 C.F.R. § 250.5 (Supp. 1959). 

23 Effective July 1, 1944, the ICC issued a similar ruling for debt obligations of 
railroads. Competitive Bidding in Sale of Securities, 257 I.C.C. 129, 163-64 (1944). 
Since 1926, railroads have been required to sell equipment trust obligations by com- 
petitive bidding. Western Maryland Equipment Trust, 111 I.C.C. 434, 437 (1926). 











104 THE GEORGE WASHINGTON LAW REVIEW 


of the way in which the mechanics required by the 1933 act were 
adapted to the competitive bidding process.”* 

Competitive bidding results in concentrating all details of the origi- 
nation phase of an issue in the hands of the issuer, to the exclusion of 
the investment bankers who may ultimately become the underwriters. 
Although the successful underwriting group must still assume all the 
civil liabilities imposed upon underwriters by the 1933 act, their op- 
portunities to make the investigation, which normally precedes their 
assumption of such liabilities, has been greatly curtailed by the practi- 
cal impossibility of conducting such investigations without any as- 
surance of ultimately getting the business. 

Competitive bidding has resulted in narrowing the spreads on those 
issues which are sold at competitive bidding, and this result has 
undoubtedly had some indirect effect in narrowing spreads on com- 
parable issues of companies which are not subject to compulsory 
competitive bidding. 

The instances in which an issuer has resorted to competitive bid- 
ding, when not required to do so by the regulatory authorities to 
which it is subject, have been very rare indeed. 


F. Private Placements 


The enormous growth in the volume of securities sold since 1933 
directly to institutional or other large purchasers, for investment, in 
so-called private placements is one of the significant developments 
of the last generation. 


The trend began almost immediately after the enactment of the 
1933 act, section 4(1) of which exempted securities sold by private 
placement from the registration requirements of the act. The initial 
reluctance of investment bankers to assume civil liabilities under the 
1933 act, coupled with the unsettled conditions of the securities 
markets during and immediately after the great depression, led the 
managements of many large corporations to negotiate the sale of 
their securities directly (often with the advice and assistance of in- 
vestment bankers retained for the purpose) to insurance companies 
and other large institutional investors who have traditionally been the 
largest buyers of high-grade corporate obligations. As the securities 
markets revived, the trend towards private placements continued to in- 


24See Loss, SecuRITIES REGULATION, 264-268, with bibliography at 268, n. 415 
(1951). 
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crease, in part because of intense competition among institutional in- 
vestors for the relatively few high-grade issues which were becoming 
available, and in part because of the desire of corporate managements 
to bypass the still unfamiliar and expensive requirements of the 1933 
act. However, the greatest single factor contributing to the growth of 
the private placement process has been the enormous increase in funds 
seeking investment through insurance companies and, as corporate 
pension funds became an indispensable part of the compensation of 
labor, the accelerating increase in funds seeking investment through 
pension funds.”® 


The various factors which make a private placement attractive to 
an issuer under certain circumstances and the technical and practical 
aspects of that process have been fully discussed elsewhere.” 


Wholly aside from the private placement of high-grade debt securi- 
ties and preferred stock with sophisticated institutional investors, 
managed by competent professionals, which have raised few problems 
under the 1933 act, there has recently been a growing use of the 
private placement process to sell more speculative securities, usually 
equity securities, to a limited group of individual and other investors. 
The issuers of such securities have usually been corporations which 
could not have raised capital through conventional financing methods, 
because of such factors as their unsatisfactory previous earnings 
records or small size or, in many cases, because they were specula- 
tive new ventures. The tendency thus to bypass the registration 
requirements of the 1933 act through the private placement process 
appears to have accelerated greatly since the close of World War II. 
Many enterprises financed by that process have grown enormously, 
and the market values of their securities have had fantastic gyrations. 

The enormous increase in this type of marginal financing has pro- 
duced many problems for the SEC, most of which are still far from 
solution. For example, what is a “public offering”—does it depend 
upon the number of offerees, their relation to each other, the nature 
of the security and the manner of its offering,” or does it depend 
primarily on the financial sophistication of the offerees and their 


25 Total assets of all public and private pension funds have grown from 37.4 
billion dollars in 1950 to 88.8 billion in 1958. Table 6, SEC Statistical Series Release 
No. 1605, May 26, 1959. 


26 Mendel, Institutional Investment through Private Placement of Corporate Securi- 
- 53 Cotum. L. Rev. 804 (1953) ; Rodgers, Life Insurance Investments, 40 A.B.A.J. 
3 (1954). 


27 SEC Securities Act Release No. 285, January 24, 1935. 
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access to information comparable to that which would have been 
furnished to them in a 1933 act prospectus?** Other troublesome 
questions are: What constitutes a bona fide purchase for investment, 
which basically depends upon the state of mind of the buyer at the 
time of purchase, and when and under what circumstances, the 
original investor becomes free to change his mind and sell? A third 
and related question is whether the investor who purchases a converti- 
ble security, with the bona fide intention of holding that security for 
investment, is required to renew his investment purpose with respect 
to the underlying common stock when he converts the convertible 
security into common stock.”* Still another question which is cur- 
rently being debated at the staff level of the SEC is whether an in- 
dividual investor is disqualified from becoming a bona fide investor 
in a private placement solely because he is otherwise associated with 


the securities industry, as a member or employee of an investment 
banking or dealer firm. 


The SEC and its staff are faced by serious problems, some practical 
and some ideological, in this sector of the private placement field. 
However, the authors believe that it should be possible for the SEC 
to resolve some existing uncertainties by promulgating definitive rules 
which will protect the investing public and which at the same time 
will not unduly restrict the ability of new and often speculative enter- 
prises to obtain capital from well-to-do private investors, who have 
historically been the only source of funds for prospective issuers who 
cannot raise capital through conventional financial channels. 


G. Secondary Distributions and Problems of “Control” 


In general, the 1933 act, in contrast to the 1934 act, was not in- 
tended to apply to routine trading activities in outstanding securities. 
However, the registration requirements of the 1933 act do apply to 
a distribution of outstanding securities of an issuer by so-called “‘con- 
trolling persons” of the issuer. The legislative history of the 1933 
act makes it clear that the term “control”, which is not defined in 
the act, was intended to have a very broad meaning.*° 


28 SEC v. Ralston Purina Co., 346 U.S. 119 (1953) ; Gilligan, Will & Co. v. SEC, 
267 F.2d 461 (2d Cir. 1959). 

29 Crowell-Collier Publishing Co., SEC Securities Act Release No. 3825, August 
12, 1957. 

30“The concept of control herein involved is not a narrow one, depending upon 
a mathematical formula of 51 percent of voting power, but is broadly defined to 
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Although the purpose of this provision was laudable, the provision 
itself has presented many problems, both to the securities industry 
and the SEC, in determining when the fact of control actually exists. 
An investment banker or dealer who proposes to effect a secondary 
distribution of outstanding securities acts at the peril of being held 
to have been an underwriter of such securities, and hence a participant 
in a violation of the registration requirements of the act, unless he can 
establish that the person for whom he has effected such a distribution 
does not stand in a control relationship to the issuer. The staff of the 
SEC, perhaps wisely, has refused in most instances to rule on whether 
or not the fact of control exists, and has left the prospective seller and 
the prospective investment banker or dealer to rely upon the advice 
of their own counsel. However, a series of informal administrative 
interpretations of section 2(11) of the act went so far as to suggest 
that an officer or director of a corporation, even though he owns as 
little as 100 shares of its stock, stands in a control relationship to that 
corporation because he is a member of the so-called “controlling 
group”. The SEC and its staff appear to have retreated somewhat 
from this extreme definition of control, but the problem of what 
constitutes control in a particular case still remains.** 

The situation has been somewhat clarified, at least in so far as 
ordinary trading transactions by brokers and dealers are concerned, 
by rule 154 under the 1933 act,*"* as amended in 1954, which in effect 
permits a controlling person to sell securities in routine unsolicited 
brokerage transactions, provided that the amount to be sold and the 
circumstances under which they are being sold meet the limitations 
prescribed by the rule. However, since the rule is not available where 
the broker has solicited offers to purchase the securities, its availability 
for transactions in the over-the-counter market may be limited or 
doubtful, by reason of the mechanics of that market. 

Whenever a proposed secondary distribution does not clearly fall 
within the limitations of rule 154, the broker or dealer must take 
a chance on the answer to the troublesome question of whether the 
seller is in fact in a control relationship with the issuer. In con- 
sequence, the 1933 act has introduced an element of uncertainty in 
connection with every secondary distribution of securities by a 


permit the provisions of the act to become effective wherever the fact of control 
actually exists.” H.R. Rep. No. 85, 73rd Cong., Ist Sess. 14 (1933). 


31 Loss, op. cit. supra note 24 at 458-68. 
31a 17 C.F.R. § 230.154 (Supp. 1959). 
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person whose contracts with the issuer may have been such as to 
suggest that the seller occupied or occupies a control relationship 
with the issuer. The authors recognize that this uncertainty is prob- 
ably inevitable, under the structure of section 2(11) of the act, and 
while such uncertainty is undesirable they do not believe that it is 
susceptible of any simple resolution. 


IV. Errectr or FEDERAL LEGISLATION ON TRADING IN SECURITIES 


Under this heading, we deal with the effect of the 1934 act on 
trading in outstanding securities. 


A. Registration of Exchanges 


Section 6(a) of the 1934 act provides for the registration of a 
securities exchange as a “national securities exchange” without which 
it is, as a practical matter, impossible for an exchange to do business. 
To obtain registration the exchange (i) files an agreement to comply 
with, and to require its members to comply with, the provisions of 
and regulations of the SEC under the act, and (ii) files such data as 
to its organization, rules and membership and such other information 
as the SEC may require. 

Section 6(b) says that no registration shall be granted or remain 
in force unless the rules of the exchange include provisions for the 
expulsion, suspension or disciplining of a member for conduct in- 
consistent with “just and equitable principles of trade” and declare 
that the willful violation of any provision of the act or of any rule 
thereunder shall be ground for suspension. 


As stated above, 14 national securities exchanges have been regis- 
tered with the SEC. Most of them have adopted rules of conduct 
for their members which are much more stringent than those exist- 
ing prior to the New Deal. 

At the present time (with few exceptions on relatively minor 
issues), the exchanges and the SEC appear to live in basic harmony. 
Some exchanges, perhaps goaded on by the provisions of the 1934 
act,** have gone far beyond the requirements of the act and their 
functions as free auction markets in regulating not only the conduct 
of member firms but of listed companies. 


32 See also PARKINSON, PARKINSON’s Law 33-44 (1957). 
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B. Registration of Issuers 


Section 12 of the 1934 act provides that (with certain exceptions 
which are of no great practical importance today) no security may 
be bought or sold on a national securities exchange unless registered 
on the exchange and with the SEC. The registration requirements 
for listed companies are, so far as disclosure is concerned, approxi- 
mately the same as the registration requirements for companies which 
wish to sell new securities under the 1933 act. In addition to the forms 
for registration under the 1934 act, it is also necessary, in order to 
obtain listing on an exchange, to comply with the exchange’s own 
listing requirements. As a consequence, a company which desires list- 
ing on a national securities exchange, even though it has sold no new 
securities to the public since 1933, must make available information 
which, with minor variations, is the same as that required from a 
company issuing new securities. 


C. Periodic Reports 


Under sections 13 and 15(d) of the 1934 act, every listed com- 
pany and, with minor exceptions, every company which has filed 
a registration statement under the 1933 act, is required (i) to file an 
annual report which includes financial statements and information 
in accordance with the SEC’s accounting rules and other information 
required to “keep reasonably current” the information already on 
file with the SEC, and (ii) to file reports in respect of each month 
in which certain events have taken place, such as stockholders’ meet- 
ings, specified increases or decreases in outstanding securities, acquisi- 
tions or dispositions of assets, commencement of legal proceedings, 
granting of options and other materially important events. 

To some extent, the periodic reports may be criticized because a 
large part of the information called for is of a purely technical or 
legal nature. As in the case of disclosure under the 1933 act, the 
SEC has tended to discourage predictions as to new products, 
potential upturns in the business and other things of vital importance 
to investors. This has been somewhat offset, particularly in recent 
years, by far more complete annual reports to stockholders and by 
generally improved communication between corporate management 
and stockholders, wholly apart from any legal requirements. 

Of course, very few investors trouble to read the periodic reports, 
which are filed with the SEC and the stock exchanges. On the other 
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hand, the mere fact of having to make a public record undoubtedly has 
a salutary effect on corporate management, and the information 
indirectly reaches the public through securities analysts and others 
who do take the trouble to inform themselves. 


D. Regulation of Brokers and Dealers. 


The general scheme of the 1934 act, in so far as it applies to 
brokers and dealers, is to prohibit certain specific transactions which 
had been the subject of previous abuses, and to vest in the SEC 
broad regulatory power over brokers and dealers. Pursuant to this 
authorization, the SEC has adopted various rules and regulations, 
pursuant to various sections of the act, which regulate the activities 
of brokers and dealers, in some cases with respect to specific acts or 
transactions and in other cases (such as rule X-10B-5, discussed 
below) in broad general terms. 

The purpose and effect of such rules and regulations of the 
SEC have been analyzed elsewhere.** The SEC has been markedly 
effective in its efforts to enforce these regulations and, while some 
violators may have gone undetected or unpunished, the policing 
activities of the SEC have unquestionably greatly reduced the re- 
currence of the abuses against which the act was directed. 

Except for the small segment of the securities industry which 
confines its activities solely to the government and municipal bond 
market, every broker and dealer in the United States is either a mem- 
ber of a national securities exchange, and thus subject to its rules and 
to indirect SEC supervision, or is registered as a broker-dealer under 
section 15 of the act or is a member of the National Association 
of Securities Dealers, Inc., the Association which was contemplated 
by and is subject to regulation by the SEC under section 15A of 
the act. The power of the SEC to suspend the registration of a 
broker-dealer by reason of any violation of the rules and regulations 
of the SEC, and the corresponding powers of the securities ex- 
changes and the NASD to suspend from membership a broker- 
dealer who violates their applicable rules and regulations, have added 
materially to the sanctions against reckless or dishonest brokers and 
dealers. The vigilance of the SEC in policing its own rules and 
the corresponding vigilance of the securities exchanges and the NASD 
in policing their own members, and their use of the economic sanc- 


33 See article by Loomis in this symposium. 
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tions inherent in suspension of registration or membership, have un- 
doubtedly had wholesome effects on the securities industry. 

In addition to the various rules and regulations affecting the day- 
to-day activities of brokers and dealers, the capital requirements of 
the 1934 act deserve brief mention. Section 8(b) of the act, im- 
plemented by the provisions of rule X-15C 3-1,** makes it unlawful 
for a broker or dealer to permit in the ordinary course of business 
his aggregate indebtedness to all other persons to exceed 2,000 per cent 
of the net capital employed in his business. However, rule X-15C 
3-1 does not apply to a member of certain designated national securi- 
ties exchanges, including the New York Stock Exchange, because 
the rules and practices of such exchanges with respect to capital re- 
quirements of their members are deemed by the SEC “to impose re- 
quirements more comprehensive than the requirements of this rule.” 

These capital restrictions affect practically every dealer who con- 
ducts a business in securities, either on an exchange or over-the-coun- 
ter. Since underwriting commitments are treated as liabilities for 
the purpose of calculating permissible indebtedness of a broker or 
dealer, the effect has been to limit the underwriting obligations as- 
sumed by a dealer to amounts which, in the judgment of the SEC 
or the various stock exchanges, are not excessive in relation to the 
available capital of the dealer. While these capital requirements have 
not been subjected to the test of a general economic catastrophe, it 
is significant that, even in today’s highly speculative market, the 
number of brokers and dealers which have suspended operations by 
reason of financial stringency has been relatively very small. 


E. Rule X-10B-5** 


Rule X-10B-5, a latecomer to the arsenal of federal weapons for 
dealing with frauds in securities transactions, may yet prove to be 
one of the most important aspects of federal regulation of the securi- 
ties markets. The rule was adopted by the SEC in 1942, under sec- 
tion 10(b) of the 1934 act, in order to close a loophole which had 
been left in the provisions of the 1933 act and the 1934 act. It deals 
with frauds, and with non-disclosure of material information, in the 
purchase as well as the sale of securities, and has the effect, as judicial- 


195) 17 C.F.R. § 250.15 3-1 (1949), as amended, 17 C.F.R. § 250.15c3-1 (Supp. 


83b 17 C.F.R. § 250.10b-5 (1949), as amended, 17 C.F.R. § 250.10b-5 (Supp. 1959). 
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ly interpreted, of eliminating many common law defenses to a civil 
action based upon a violation of the rule. Rule X-10B-5 has received 
a series of very broad interpretations from the courts. A literal read- 
ing of the rule does not give an indication of the wide range of cases to 
which this rule has been, and may well in the future be applied. 

First, despite the fact that the rule does not refer to any remedy, 
the courts have uniformly held that a private action based on the 
rule will lie.** Indeed, in recent years the SEC’s injunctive and in- 
vestigatory powers under the rule have largely gone unused, while 
individual plaintiffs have increasingly relied on it. 

The courts have also held that any insider-purchaser has a quasi- 
fiduciary duty with respect to his purchases from ordinary stock- 
holders and that he must disclose to the seller any relevant informa- 
tion with respect to the value or potential value of the securities 
which he is buying.*® So far, the decisions have not clearly defined 
who is an insider. Although certainly officers and directors are 
covered, it is not clear whether any employee who has access to 
confidential information is covered.** In addition to finding a duty 
on the part of corporate insiders, the Transamerica cases have held 


that if a corporation itself purchases its shares, it has a duty to dis- 
close material facts. 


The courts have also found a federal connection in nearly every 
conceivable case involving the purchase and sale of securities. For 
example, it has been held that, even though the discussions with re- 
spect to a transaction have been wholly oral and local, a federal action 
is available if the seller delivered the securities after the sale was com- 
pleted by sending them through the mail.** 


Unquestionably the most interesting aspect of rule X-10B-5 at 
the present time is its future development. In at least one case it 
was argued that the rule creates a derivative right for the benefit 


34 Fratt v. Robinson, 203 F.2d 627 (9th Cir. 1953) ; Northern Trust Co. v. Essaness 
Theatres Corp., 103 F. Supp. 954 (N.D. Ill. 1952) ; Osborne v. Mallory, 86 F. Supp. 
869 (S.D.N.Y. 1949); Kardon v. National Gypsum Co., 73 F. Supp. 798 (E.D. Pa. 
1947), modified, 83 F. Supp. 613, noted 14 U. Cut. L. Rev. 471 (1947). 

35 Tobacco & Allied Stock, Inc. vy. Transamerica Corp., 143 F. Supp. 323 (D. Del. 
1956), aff'd, 244 F. 2d 902 (3d Cir, 1957); noted 70 Harv. L. Rev. 1493 (1957); 
Speed v. Transamerica Corp., 99 F. Supp. 808 (D. Del, 1951), aff’d, 235 F.2d 369 
(3d Cir. 1956). 

36 Cook and Feldman, Insider Trading Under the Securities Exchange Act, 66 
Harv. L. Rev. 385, 398-400 (1953). Cf. Colby v. Klune, 178 F. 2d 872 (2d Cir. 1949). 

37 See Blackwell v. Bentsen, 203 F.2d 690 (5th Cir. 1953), cert. granted, 346 U.S. 
908 (1953), cert. dismissed, 347 U.S. 925 (1954). Northern Trust Co. v. Essaness 
Theatres Corp., supra note 34 (semble). 
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of the corporation.** So far, however, the courts have held that the 
tule protects only a defrauded purchaser or seller. The courts have 
also continued to follow the common law rule that there must be 
at least some privity between the purchaser and the seller before the 
rule applied,* although this holding has been widely criticized. 


A further unsettled problem relates to purchases and sales on 
stock exchanges, where it is practically impossible to know one’s 
opposite. At common law, the corporate insider probably had no 
duty to make disclosure in exchange transactions. No such case 
has arisen under rule X-10B-5, although some writers have suggested 
that the same standards should apply to exchange transactions as 
well as to face-to-face transactions.“ This would mean that it would 
be impossible for insiders to enter into exchange transactions unless 
they publicly disclose any special information. 


F. Margin requirements 


Section 7 of the 1934 act, the stated purpose of which is to pre- 
vent the excessive use of credit for the purchase or carrying of 
securities, empowers the Federal Reserve Board to establish certain 
limitations on the amount of credit that may be extended or main- 
tained for the purpose of purchasing or carrying securities registered 
on a national securities exchange, other than so-called exempted 
securities. Pursuant to this section, the Federal Reserve Board has 
adopted two sets of regulations with respect to such credit and from 
time to time has varied the margin limits under such regulations. 
Regulation T, which applies to any member of a national securities 
exchange and any broker or dealer who transacts a business in 
securities through the medium of any such member, limits the amount 
of credit which may be extended for the purchase or carrying of a 
listed security, and (implementing section 7(c) of the act) prohibits 
the extension of credit without collateral or on collateral other 
than a listed security.** Regulation U, which applies to banks which 
are members of the Federal Reserve System or members of the 


38 Birnbaum v. Newport Steel Corp., 193 F.2d 461 (2d Cir. 1952), cert. denied, 
343 U.S. 956; noted 100 U. Pa. L. Rev. 1251 (1952). 


39 Joseph v. Farnsworth Radio & Television Corp., 99 F. Supp. 701 (S.D.N.Y. 
1951), aff'd, 198 F. 2d 883 (2d Cir. 1952). 


40 See, ¢.g., 42 Va, L. Rev. 537, 571-572 (1956) ; 4 Stan. L. Rev. 308 (1952). 
41 See, e.g., 59 YALE L. Rev. 1120, 1149 (1950). 
42 12 C.F.R. §§ 220.1-220.113 (1959). 
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Federal Deposit Insurance Corporation, limits the amount of credit 
which may be extended for the purchase or carrying of a listed 
security, but does not impose any restrictions on unsecured loans or 
on loans secured by unlisted securities.“* At present, under both 
regulation T and regulation U, the amount which a customer may 
borrow for the purpose of purchasing or carrying a listed security 
may not exceed 10 per cent of the current market value of such 
security, although loans made at times when permissible margins were 
higher may continue outstanding. 

While regulation T has for the most part been carefully observed 
by brokers and dealers, it is common knowledge that some banks 
have been willing to wink at loans which were in fact incurred for 
the purpose of purchasing or carrying listed securities. This prac- 
tice, coupled with the over-the-counter exception in regulation U 
and the fact that funds have been available from various sources 
which are not subject to either regulation T or regulation U, has 
made it relatively simple for sophisticated speculators to trade in 
both listed and unlisted securities on whatever margin their creditors 
are willing to extend, regardless of the permissible Federal Reserve 
margins. 

Despite these loopholes, the increasingly stringent margin require- 
ments imposed by the Federal Reserve have undoubtedly tended to 
discourage excessive speculation by unsophisticated small investors, 
and to that extent the margin requirements may have imposed some 
brakes on the present speculative movement in stocks. 


G. “Insider” Reporting, Short Sales and Trading 


Section 16(a) of the 1934 act requires that any director, officer 
or 10 per cent beneficial stockholder of a listed company (an “in- 
sider”) must report monthly to the SEC and the stock exchange any 
changes in his beneficial ownership of any equity security of his 
corporation. So far as corporate management is concerned, section 
16(a) basically involves only paper work. 

Section 16(c), which forbids short sales by insiders, cuts simply 
and directly to “selling against the box” and other common abuses 
of the 20’s. It has been the subject of little criticism or litigation. 

By contrast with sections 16(a) and 16(c), section 16(b), al- 
though well-intentioned, has turned out to be one of the most 


4312 C.F.R. §§ 221.1-221.109 (1959). 
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troublesome provisions of all the New Deal securities legislation. 
It provides that any “profit” realized by an insider on any purchase 
and subsequent sale, or sale and subsequent purchase, of an equity 
security of a listed company within a period of less than six months 
shall be recoverable by the issuer, irrespective of any intention on 
the part of the insider to stay out of the market. The stated pur- 
pose, with which practically no one would disagree, is to prevent 
“the unfair use” of inside information. The section also permits 
any securityholder to bring suit on behalf of the issuer if the issuer 
refuses or fails to sue. 

Section 16(b) also provides that it is inapplicable to any transac- 
tion which the SEC by rules and regulations may exempt as not 
comprehended within the purpose of that section. 

The draftsman of this section characterized it before Congress 
as a “crude rule of thumb.” ** This has turned out to be the under- 
statement of the 20th Century. 

On the one hand, the statute is full of holes. If the insider, trad- 
ing on the basis of his inside information, can hold out for a full 
six months, rather than one day less, he is scot-free. Even within 
the six months, he is free to pass on his information to friends, 
relatives (possibly) and newscasters. 

On the other hand, the statute has been extended by the courts, 
acting presumably on the intent of Congress, to catch many transac- 
tions which Congress undoubtedly had not the slightest intention 
of catching. 


The courts, without effective protest or hindrance from the SEC, 
have succeeded in creating almost unprecedented chaos in the field 
of “insider trading”. Among the highlights are these: 


(1). It was decided at an early stage that, regardless of the actual 
economic outcome, any purchase and sale, or sale and purchase, of 
an equity security within any period of less than six months should 
be matched, whether or not the security purchased was the same 
as the security sold, and whether or not the insider actually prof- 
ited.“* The ordinary tax rules of tracing certificates or “first in- 
first out” do not apply. To illustrate, if an insider buys a share of 
stock at $20 and sells it the next day at $19, and if, within less 


44 Testimony of Mr. Thomas G. Corcoran, Hearings before Senate Committee on 
Banking and Currency, 73d Cong., 2d Sess., pt. 15, at 6557 (1934). 


rg Smolowe v. Delendo Corp., 136 F.2d 231 (2d Cir. 1943), cert. denied, 320 U.S 
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than six months thereafter, he buys a share of the same stock at 
$10 and the next day he sells it at $9, most people would think that 
he had lost $2. For the purposes of section 16(b), however, he 
has a “profit” of $9, since he sold at $19 and bought at $10! 

(2). The courts have extended section 16(b) to cover transactions 
which are not, in ordinary parlance, “purchases” or “sales”. For 
example, the conversion of convertible securities or the exchange 
of securities on a merger or sale of assets may be transactions con- 
stituting one or both ends of a “purchase” and “sale”, even though 
the insider may have, as a matter of economics, made his financial 
commitment many years before.** 

(3). The courts, contrary to their usual attitude towards administra- 
tive determinations in recent years, have tended to disregard the 
expert judgment of the SEC in making rules. The approach of 
certain courts has been that, even though the SEC has determined 
that a particular situation involves little possibility of abuse com- 
pared with the legitimate functions to be served by granting an 
exemption, an exemptive rule will be invalidated if by any stretch 
of imagination the court can conceive of some possibility of abuse, 
however remote and unimportant.** 

(4). The SEC has been rather reluctant to exercise its power to 
make exemptive rules pursuant to the last clause of section 16(b). 
The SEC has, moreover, often failed to appear in court to back up 
its Own interpretations of its exemptive rules or, indeed, the rules 
themselves.** 

(5). The Supreme Court has never granted certiorari in a section 
16(b) case. 

The basic trouble is this: Section 16(b) was intended as a com- 
pletely objective standard—if an insider, as defined, made a profit 
on a “short swing” transaction, he was to be penalized. In apply- 
ing that standard, the courts have adopted thoroughly fuzzy con- 
cepts as to what constitutes a transaction subject to the statute. 

At a fairly early stage, without specific authorization in the 


46 Park & Tilford v. Schulte, 160 F.2d 984 (2d Cir. 1947), cert. denied, 332 U.S 
761; noted 59 Harv. L. Rev. 998 (1946). But cf. Ferraiolo v. Newman, 259 F.2d 342 
(6th Cir. 1958), cert. denied, 359 U.S. 927; Blau v. Hodgkinson, 100 F. Supp. 361 
(S.D.N.Y. 1951). 

47 Greene v. Dietz, 247 F.2d 689 (2d Cir. 1957); Colby v. Klune, supra note 36; 
Perlman v. Timberlake, 172 F. Supp. 246 (S.D.N.Y. 1959). 

48 See comments of the courts in Greene v. Dietz, supra note 47; Blau v. Mission 
Corp., 212 F.2d 77 (2d Cir. 1954), cert. denied, 347 U.S. 1016; Roberts v. Eaton, 212 
F.2d 82 (2d Cir. 1954), cert. denied, 348 U.S. 827. 
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statute, the courts determined that attorneys for successful plain- 
tiffs in section 16(b) actions were entitled to fees payable out of 
the amount recovered by the corporation.*® It was also determined 
that the plaintiff need not be a stockholder at the time of the transac- 
tions complained of. Finally, it was held that bad faith on the 
part of the plaintiff, or champerty on the part of the plaintiff’s 
attorney, were not defenses in section 16(b) actions.** As a result, 
some attorneys assiduously read all “insider” reports filed under 
section 16(a) in an endeavor to find sets of transactions within 
less than six months on which some plaintiff is willing to sue.** The 
problem of the insider is further compounded by tax cases holding 
that, even though he had already paid a capital gains tax on his 
profit, an insider is not entitled to a deduction for the amount of 
his repayment under section 16(b).°** 

The authors believe strongly in the announced purpose of section 
16(b) and certainly do not advocate its repeal. They also believe 
that the section itself has been seriously abused. They suggest that 
Congress should amend section 16(b) so as to encourage the SEC 
to adopt exemptive rules which would permit legitimate transactions 
which Congress never intended to penalize and to make it clear to 
the Courts that, in considering the validity of the SEC’s rules, the SEC 
is the expert and it is not necessary to stop the ball game just because 
one small boy is peeking through a knothole.** Pending such statutory 
amendment, the authors believe that the SEC itself, by stating more 
fully and explicitly the grounds for the exercise of its power to make 
exemptive rules, can do much to persuade the courts to sustain their 
validity. 


H. Elimination of Manipulation 
Sections 9 and 10 of the 1934 act contain both specific and general 


49 Smolowe v. Delendo Corp., supra note 45. 

50 Dottenheim v. Murchison, 227 F.2d 737 (Sth Cir. 1955), Cert. denied, 351 U.S. 
919; Blau v. Mission Corp., supra note 48. 

51 Magida v. Continental Can Co., 231 F.2d 843 (2d Cir. 1956), cert. denied, 531 
U.S. 972. See Lewis v. Rosenberg (not officially reported), CCH Fep. Sec. L. Rep., 
€ 90,856 (S.D.N.Y. 1958). 

52 One attorney has appeared for the plaintiffs in at least twenty one out of the 
approximately forty eight section 16(b) cases reported to date. 

52a Davis v. Commissioner, 17 T.C. 549 (1951) ; Lehman v. Commissioner, 25 T.C. 
629 (1955). But cf. Marks v. Commissioner, 27 T.C. 464 (1956); Walet v. Com- 
missioner, 31 T.C. No. 47 (Nov. 28, 1958). 


53 Cf. Section 6(c) of the Investment Company Act of 1940, 54 Stat. 802, as amended, 
15 U.S.C. § 80a-6 (1958). 
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provisions designed to prevent, both on securities exchanges and 
otherwise, a great variety of manipulative devices and fraudulent 
practices, prevalent in the 20’s, by which prices of securities were 
artificially raised or lowered. Certain practices, such as wash sales, 
matched orders and the spreading of price rumors, are specifically 
banned; other practices are prohibited if effected in violation of 
SEC rules. Although the SEC has broad rule making power under 
each section, it has exercised that power only under section 10, 
which applies not only to transactions on securities exchanges but 
through the use of the mails, thereby enabling the SEC to regulate 
over-the-counter markets. 

The authors believe that, by and large, the responsible elements 
in the financial community have complied with both the letter and 
spirit of these laws and regulations, and that the vigorous enforce- 
ment activities of the SEC in this area have effectively served notice 
on the fringe operators that they must either comply or go out of 
business. 


V. CoNCLUSION 


The authors do not believe that the New Deal securities legisla- 
tion has abolished the natural avarice of the human race, or that 
the SEC is perfect or that it is beyond comprehension that there will 
be another market crash. At the same time, we believe that such 
legislation has led to sounder securities markets and to generally 
improved business standards. 

The controversies over fundamental concepts which were pre- 
valent in the 30’s are now almost forgotten, and such disagreements 
as now arise between the SEC and the industry are mostly over 
matters of detail and technique. The 1933 act and the 1934 act, 
and the concepts embodied therein, have become a basic part of 
the mores of business, and to a large extent the financial community 
is self-policing. No responsible person today would turn back the 
clock. 

We believe that those results are largely attributable to the dedica- 
tion to the public interest and intelligence with which the SEC and 
its staff have approached the great problems which such legislation 
presented. 
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operations of private companies and other forms of business organiza- 
tion, whether or not substantially engaged in or affecting interstate and 
foreign commerce, is with limited exceptions, exercised by the several 
states.'* The corporation laws of the states have ranged in their de- 
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Sec. 304, 72 Stat. 693, 15 U.S.C. § 684 (1958). 
Sec. 307, 72 Stat. 694, 15 U.S.C. §§ 77c, 77ddd, 80a-18 (1958). 
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la Cary & Cohen, United States, in LEGAL ASPECTS OF FoREIGN INVESTMENT 609 
(Friedmann & Pugh 1959). Dean Stevens wrote that, because incorporation in England 
had become synonymous with special privilege and monopoly as a gift of the king, 
fear of the power of the federal government to dominate the business of the country 
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velopment from relatively complex statutes, designed to introduce 
varying measures of corporate responsibility, particularly as regards 
the relationships and rights or privileges of those who manage or 
control companies and those who furnish its debt and equity capital, 
to simple enabling acts.? Because of the ease with which a company 
incorporated in one state may do business in another, it is not surpris- 
ing that charter shopping on the part of companies led to competition 
among the states for charter business and the consequent “liberaliza- 
tion” of controls or other limitations designed for the protection of 
those who contribute capital.* 

State corporation codes are not generally concerned with the rights 
of investors, or with the duties and obligations of issuers and sellers, 
in the initial distribution and subsequent trading of securities. These 
are usually left to other statutes and to the familiar common law 
actions and equitable remedies which have not been superseded by 
statutory provisions.‘ The statutes vary from the simplest penal pro- 
visions to punish deceit to the most detailed securities codes designed 
to provide comprehensive protection to the investor.’ They are com- 
monly referred to as “Blue Sky” laws because they deal with repre- 
sentations and schemes which the court in an early case found had no 
more basis than so many feet of “blue sky.” ® 

Not unexpectedly, despite a general leveling of the corporation 
codes of the several states, there is a correlation between the under- 


defeated a proposal to provide a constitutional delegation of authority to incorporate 
to the Congress in favor of leaving this to the several states. STEVENS, PRIVATE 
Corporations 5 (1949). 


2Id. at 6-7; Katz, The Philosophy of Midcentury Corporation Statutes, 23 Law 
& Contemp. Pros. 177-192 (1958). It is beyond the scope of this article to discuss 
the current thinking and provocative discussions as to the developing social, economic 
and political roles of the corporation by Professor Berle and others. See ¢.g., BERLE, 
Tue 20TH Century CAPITALIST REVOLUTION (1954); BerLeE & MEANS, THE MODERN 
CoRPORATION AND PRIVATE PRopPEeRTY (1932). 


3 Frankfurter, The Federal Securities Act: II, Fortune, Aug., 1933, p. 55; Reuschlein, 
Federalization—Design for Corporation Reforms in a National Economy, 91 U. Pa. L. 
Rev. 91, 111 (1942) ; Dopp & BAKER, CAsEs ON BUSINESS ASSOCIATIONS-CORPORATION 
42-43 (1940) ; Jennings, The Role of the States in Corporate Regulation and Investor 
Protection, 23 Law & ConTEeMP. Pros. 194 (1958). 


‘Id. at 207; Cary & Cohen, op. cit. supra note 1, at 616. Apparently this is an 
aim of the Model Corporation Act. Campbell, The Model Business Corporation 
Act, 11 Bus. Law. 98, 99-100 (July, 1956). 


5 The “Blue Sky” laws are generally classified in three main groups: (a) simple 
anti-fraud laws, (b) licensing of dealers, (c) licensing of securities and dealers. 
Many states have adopted combinations or variations of these. Loss & Cowett, BLUE 
Sxy Law 17-42 (1958) ; Cary & Cohen, op. cit. supra note 1, at 616-17; BALLANTINE, 
Corporations 862-72 (1946) ; and Wright, Correlation of State Blue Sky Laws and 
the Federal Securities Acts, 26 Cornell L. Q. 258 n.2 (1941). 


6 State v. Agey, 171 N.C. 831, 834, 88 S.E. 726, 729 (1916). 
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lying philosophy of the corporation code and of the “Blue Sky” law 
in many jurisdictions. States in which the corporation laws include 
elaborate provisions to compel “responsibility” on the part of those 
who control and manage such companies have adopted securities 
legislation of the most sophisticated and paternalistic character, ex- 
tending to the creation of a governing authority vested with the power 
to permit or to prevent a securities offering based upon an administra- 
tive finding that the proposed offering is or is not fair, just and 
equitable. Authority is also provided to the administrator for the 
use of a variety of protective techniques, such as the escrow of pro- 
moters’ shares, impoundment of proceeds of securities sales pending 
the fulfillment of certain conditions, restrictions on dividends, and 
surety bonds.’ 


7 Ouro Rev. Cope Ann. § 1707.09 (Page 1953), Section 9 of the Ohio Blue Sky 
Law states: 

If it appears to the division that substantially the only consideration to be paid 
for any of the securities to be qualified is to be intangible property of doubtful 
value, the division may require that such securities be delivered in escrow to a 
bank in this state; under such terms as the division may reasonably prescribe or 
require to prevent a deceitful misrepresentation or sale thereof . . . The division 
may, at any time, as a prerequisite to qualification make an examination of the 
issuer of securities sought to be qualified . . . If the division finds that the busi- 
ness of the issuer is not fraudulently conducted, that the proposed offer or 
disposal of securities is not on grossly unfair terms, that the plan of issuance 
and sale of the securities referred to in the proposed offer or disposal would not 
defraud or deceive, or tend to defraud or deceive purchasers; . . . the division 
shall register the qualification of such securities. 

Section 1707.27 provides for the appointment of a receiver in the case of violations 
of certain of the sections of the Ohio Blue Sky Law and that this receiver is to 
hold and dispose of the proceeds of sale of securities under the direction of the 
court of common pleas. Lane, Securities and the Small Corporation, 2 Ciev.-Mar. 
L. Rev. 93 (1953); Nida, The Ohio Division of Securities and the Ohio Securi- 
ties Act, 13 Onto State L. J. 427 (1952); Harper, Protection of Investors Under the 
Ohio Securities Act, 23 U. Cinc. L. Rev. 418 (1954) ; Jennings, supra note 3, at 207- 
30. Cat. Corp. Cope § 25506 provides that upon the filing of an application for permit 
to issue or sell securities the commissioner shall examine it and the other papers and 
documents filed therewith, and he may, if he deems it advisable cause to be made a 
detailed examination, audit, and investigation of the applicant and its affairs. Sec- 
tion 25507 states that the commissioner shall issue a permit if he finds that: (a) The 
proposed plan of business of the applicant is not unfair, unjust or inequitable, (b) 
The applicant intends fairly and honestly to transact its business, and (c) 
securities the applicant proposes to issue and the methods to be used by it are not 
such as, in his opinion, will work a fraud upon the purchaser thereof. The permit 
authorizes applicant to issue and dispose of securities in such amounts and for such 
consideration and upon such terms and conditions as the commissioner may provide 
in the permit. Section 25508 states that the commissioner may impose conditions, 
requiring the deposit in escrow of securities, the impoundment of the proceeds from 
the sale thereof, the waiver of assets and dividends by the holder of promotional securi- 
ties and such other conditions as he deems reasonable and necessary or advisable 
for the protection of the public and the purchasers of the securities. See Pearce, Cali- 
fornia Corporate Securities Law vs. Proposed Uniform Securities Law, 9 Hastincs L. 
J. 1 (1957) ; Dahlquist, Regulation and Civil Liability Under the California Corporate 
Securities Act, 33 Cauir. L. Rev. 343 (1945) ; Committee on Corporations, The Uni- 
form Securities Act, 33 Los ANGELES Bar Butt. 67, (1958). Note should be taken 
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Because the federal laws here to be discussed preserve the jurisdic- 
tion of the states over securities issuance, flotation and trading, an 
issuer, whether domestic or foreign, proposing to make an offering 
on a nationwide basis must satisfy the varying requirements of all the 
jurisdictions in which the offering is to be made.* Attempts at uni- 
formity, or wide acceptance of model statutes, in the area of cor- 
poration or securities law have not been notably successful, not only 
because of differing local philosophies but because the quest for uni- 
formity tends to result in a statute too sophisticated for some and too 
simple for others.? However, a recently proposed uniform securities 
statute, so drafted as to permit its enactment in whole or in one or 
more parts to suit local notions as to the appropriate degree of 
paternalism, and thus to attain uniformity to the extent adopted, has 
already received an encouraging measure of acceptance.”® It has run 
into some skepticism, however, among certain practitioners" and into 
heavy weather in states in which notions of investor protection, more 
advanced than that reflected in the uniform statute, represent the 
approved philosophy.” 

Despite substantial growth in the field of local law, and the develop- 
ment of effective local controls in some states, state regulation has not 
proved effective as to offerings across state and national lines.** The 


of the pendency of a bill before the California legislature which would substitute for 
the present code a modified version of the Uniform Act; Assembly Bill No. 2531, 
amended May 8, 1959. Compare the situation in Delaware in which the corporation 
law is a simple “enabling act” providing a quick and easy procedure for incorporation 
of businesses with a minimum of administrative intervention or of limitation upon the 
flexibility or freedom of management. STEVENS, op. cit. supra note 1, at 104. For 
approximately 22 years Delaware had a simple anti-fraud “Blue Sky” law. It was 
dropped in 1953. Loss & CowetT, op. cit. supra note 5, at 17. 

8 Section 18, Securities Act; § 28(a), Securities Exchange Act; § 21, Public Utility 
Holding Company Act; § 326, Trust Indenture Act; § 50, Investment Company Act. 

® Campbell, supra note 4, at 107; Loss & Cowett, op. cit. supra note 5, at 236; 
Brainin & Davis, State Regulation ‘of the Sale of Securities, 14 Bus. Law. 456, 458 
(1959) ; McCauley, Intra-State Securities Transactions Under the Federal Securities 
Act, 107 U. Pa. L. Rev. 937, 961 (1959) ; Pearce, supra note 7; Report of Committee 
on Corporations, supra note 7. 

10 UnrrorM Securities Act § 9c (1956). 


11 Brainin & Davis, supra note 9; J. Sinclair Armstrong, a former Chairman of 
the Securities and Exchange Commission, has expressed doubt whether any thing 
short of federal pre-emption can solve the problems created by multi-state regulation. 
See Armstrong, The Blue Sky Laws, 44 Va. L. Rev. 713 (1958). 


12 Deputy Commissioner Pearce has served a great part of his adult life with the 
California Securities Commission. He has expressed the view that the leveling 
effect of the Uniform Securities Act is a step backward. Pearce, supra note 7; Com- 
mittees on Corporations, supra note 7. Note, however, reference to pending 'bill to 
adopt a version of the Uniform Act. 

13 Frankfurter, supra note 3, at 54; McCormick, UNDERSTANDING THE SECURITIES 
Act AND THE SEC, 12 (1948) ; 10 SEC Ann. Rep. 14 (1945). There are many prob- 
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state administrator or judicial officer is unable to cope with the of- 
fender who does not comply with local requirements and persists 
in making an offering (by means of the mails, the telephone or other 
means of transportation or communication in interstate and foreign 
commerce) from other states or foreign jurisdictions in which such 
activity is not unlawful, or from which he cannot be extradited." 
And the practical difficulties of investors residing in one state to 
obtain redress from sellers in other states has contributed to a lack 
of effective protection to investors."* The defects in state control over 
inter-state offerings were incapable of solution on a local level except 
upon the closest cooperative effort in law and administration which, 
for reasons already noted and otherwise, could not reasonably be 
expected."® These conditions suggested the need for federal incor- 
poration’ or other federal legislation designed to protect public 


lems in enforcing the blue sky law of a state when the sole contact of the out-of-state 
vendor with the in-state vendee is through the mails or interstate telephone. Even if 
the decision in Traveler’s Health Ass’n. v. Virginia ex rel. State Corporation Comm’n, 
188 Va. 877, 51 S.E. 2nd 263 (1949), aff'd, 339 U.S. 643 (1950), a 5-4 decision, is 
construed to cover this situation, the state blue sky law is effective only when the 
vendor chooses to obey the decision of the state commission. In the face of out-of-state 
vendor non-compliance with the state commission decision, or a judicial decree to en- 
force it, the enforcing state would be unable to enforce a fine, injunction or jail 
sentence extra-territorially. RESTATEMENT (First), Conriict or Laws §§ 427, 443, 
449 (1934). See also 2 Beate, Conriicr or Laws §8§ 443.1, 449.1 (1935); Smith, 
The Relation of Federal and State Securities Laws, 4 Law & Contemp. Pros. 241, 
252 (1937). 

14 This inability is either due to lack of funds, deficiencies in personnel, inadequacies 
of the laws to be enforced, or to constitutional and practical limitations. Armstrong, 
supra note 11, at 720; Loss & Cowett, op. cit. supra note 5, at 57-64; McCormick, op. 
cit. supra note 13, at 12; DEPARTMENT oF CoMMERCE, A STUDY OF THE ECONOMIC AND 
LecAL ASPECTS OF THE PROPOSED FEDERAL Securities Act, in Hearings on H.R. 
4314 Before the House Committee on Interstate and Foreign Commerce, 73d Cong., 
Ist Sess. 87-111 (1933); Message of President Franklin Delano Roosevelt to the 
Congress, March 29, 1933, H.R. Doc. No. 12, 73d Cong., Ist Sess., 1 (1933) ; Wash- 
burn, Control of Securities Selling, Anti-Fraud Legislation, 31 Micu. L. Rev. 768, 
773 (1933) ; Atkins, Epwarps & Mouton, THE REGULATION oF SECURITY MARKETS 
55-56 (1946). 

15 The President’s Message to the Congress urging enactment of the Securities Act 
(March 29, 1933), may also be found in H.R. Rep. 85, 73d Cong., Ist Sess. 1 (1933) ; 
Loss & CoweETT, op. cit. supra note 5, at 180-229; DEPARTMENT OF COMMERCE REPORT, 
supra note 14. 

16 The Commission is experiencing similar difficulties in policing effectively offerings 
from abroad. 24 SEC Ann. Rep. 4 (1959). While a fair and ever increasing measure 
of cooperation is extended by the Canadian regulatory authorities, there is a continu- 
ing inadequacy in this area. S. Comm. on Foreign Relations, Report on E-xecutive 
G (Supp. Extradition Conventions with Canada), S. Exec. Rep. No. 5 82d Cong., 2d 
Sess. Timbers & Pollack, Extradition from Canada to the United States for Securities 
Fraud: Frustration of the National Policies of Both Countries, 24 ForpHAM L., REv. 
301 (1955), 16 Fep. B. J. 31 (1956). 

17 TWENTIETH CENTURY FUND, THE SECURITY MARKETS 669-71 (1935); McCor- 
MICK, op. cit. supra note 13, at 3-17; Report of the Federal Trade Commission No, 69- 
A, Compilation of Proposals and Views For and Against Federal Incorporation or 
Licensing of Corporations. .. , S. Doc. No. 92, pt. 69-A, 70th Cong., Ist Sess., 1-137 
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investors and led to the demand, since renewed by influential and 
knowledgeable voices, that the national government, as it is con- 
stitutionally empowered to do, pre-empt the field so far as interstate 
and foreign securities offerings and trading are concerned.* 
Although many factors contributed to the demand for corrective 
legislation, a crisis was reached upon the collapse of the securities 
markets in the years immediately following the debacle of 1929. In- 
creasing recklessness in the flotation of securities was both a cause and 
an effect of the tremendous activity in the period prior to 1929. The 
extent to which this fed upon or resulted in outright fraud is not 
precisely known. Enough was developed to demonstrate that the fever 
of the times had seriously infected the processes of securities market- 
ing with a virus that was fraud or near fraud. Ethical standards of 
those who engaged in sponsoring, distributing and selling securities 
had become lax or worse. Common law notions of culpable deceit 
and the mesh of “Blue Sky” controls were not effective deterrents.” 
Beginning with the Pujo investigation of the money trust in 1912,7° 
serious thought as to the role and effect upon the national economy 
of the large corporation and its financial satellites was encouraged and 
popularized by such effective writers as Brandeis, Ripley, Flynn, Berle 
and Means.” These perhaps were no more than American reflections 
of a worldwide movement to review, to modernize and to augment 
provisions and procedures to protect the interests of those whose 
capital was being sought in ever larger quantities to build the rapidly 
growing industry of the world. The British Companies Act was re- 
vised in 1900 and again in 1929.** Belgium and the Netherlands 


(1927). (An example of the many strong statements in the report favoring a federal in- 
corporation law is a 1933 speech of Richard Whitney quoted in part on page 92 of the 
report, In the speech Whitney said that the best way to protect investors from the 
purchases of unsound securities was to prevent their issuance, and the best way to do 
that was through a federal incorporation law.) 


18 For a compilation of proposals made prior to enactment of the Securities Act, 
see Report of the Federal Trade Commission, No. 69-A, id. at 5. For some years 
after the passage of the Securities Act of 1933, bills were introduced in the Senate 
proposing federal incorporation. None of these was enacted. See also Armstrong, 
supra note 11, at 714. 
ase “gg Edwards and Moulton, supra note 14, at ch. IV; 10 SEC Ann. Rep. 14 
Pt the Report of the Committee, see H.R. Rep. No. 1593, 62d Cong., 3d Sess. 

21 BranpeIs, OTHER PropLes Money (1913). Mr. (later Mr. Justice) Brandeis 
urged the disclosure philosophy as a remedy for the abuses uncovered; RipLey, MAIN 
Street & Watt Street, (1927); FLYNN, INVESTMENT TRUSTS GONE WRONG 
(1930) ; Bente & MEANS, THE MopeRN CoRPORATION AND PrivaTe Property (1932). 

22 Mention should also be made of the Directors Liability Act of 1890, 53 & 54 
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adopted corporation codes in 1928; France amended its basic law in 
1929; Germany adopted a new act in 1931; the Union of South Africa 
in 1926; two Australian states and New Zealand in the early 1930's, 


During this period most of the provinces of Canada adopted new 
“Blue Sky” laws.” 


Suggestions for the adoption of comprehensive statutes authorizing 
general federal incorporation of companies have not been widely 
received and, since enactment of the federal securities laws, have 
largely abated. Whether this is due to the protections now afforded 
by the federal legislation, or to a deep-seated concern as to the re- 
spective roles which the federal government and the states should 
play in regard to the organization and operation of companies, is not 
clear. However, while the federal and state securities laws together 
do provide a substantial measure of investor protection, a difficulty 
in this area arises from the fact that, to an important number of com- 
panies having a substantial public interest, the federal statutes have 
only a limited application.™ 


Vict., c.64, the ancestor of the anti-fraud provisions of the Securities Act of 1933. The 
modern anti-fraud statute in the United Kingdom is the Prevention of Frauds (In- 
vestments) Act, 1958, 6 & 7 Eliz. 2, c.45. 


23 See Loss, Securities RecuLation 74 (1951, Supp. 1955) and the authorities there 
cited, for discussions of this movement. A current wave of revisions is underway in 
Eire, Northern Ireland, Australia, Israel, Ghana and in other countries. 


24 Many companies which enjoy a substantial public interest and active trading in 
their securities off the national securities exchanges are not subject to the reporting, 
proxy solicitation and insider trading provisions of the Securities Exchange Act of 
1934 applicable in respect to companies whose securities are registered on a national 
securities exchange. In the original enactment, Congress sought to provide similar pro- 
tection as to securities traded only off the exchanges by granting to the Commission 
broad authority to adopt rules requiring registration of such securities as a condition 
to dealer trading in them. This method did not prove feasible and led to its replace- 
ment by section 15(d) of that act which requires certain issuers of securities registered 
under the Securities Act of 1933 to undertake to file with the Commission annual and 
current reports so long as a substantial public interest continues in those securities. 
Securities Exchange Act of 1934, section 15(d) and rule 15d-20, 17 C.F.R. § 240.15d- 
20 (Supp. 1959) thereunder. In view of the limited coverage so provided, members 
of the Congress, the Commission and certain segments of the securities business have 
sought through the years to equalize the protections in both markets. Thus, in 1941, 
representatives of the securities industry, as part of a comprehensive amendment pro- 
gram, proposed an amendment to the Securities Exchange Act which would have 
subjected companies having more than 300 shareholders and 3 million dollars in assets 
to the provisions of section 14 so as to require them to furnish a proxy statement 
or a statement in lieu thereof, to their securityholders in the manner and containing 
the information specified in the Commission rules. Onset of the war terminated in- 
terest in that legislative program. SEC, Report oN PRoposALs FOR AMENDMENTS TO 
THE Securities Act oF 1933 AND THE SECURITIES EXCHANGE Act oF 1934 at 35-36 
(1941) ; 10 SEC Awn. Rep. 8-9 (1945). In 1946, the Commission submitted to the 
Congress its report of a study of the nature of reporting and proxy soliciting prac- 
tices by issuers of securities traded in the over-the-counter markets and a pri for 
statutory amendment. SEC, Proposal to Safeguard Investors in Unregistered Securi- 
ties, H.R. Doc. No. 672, 79th Cong., 2d Sess. (1946). In 1949 a supplemental report 
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The federal plan of investor protection is, in the main, found in 
seven statutes in the general field of securities and finance admin- 
istered by the Securities and Exchange Commission or with respect 
to which it has certain responsibilities.”> It is important at the outset 
to understand the underlying philosophy. At the time such legisla- 
tion was first seriously considered, a great debate raged as to the 
proper role of the national government. On the one side were ranged 
those who argued that preventive legislation, no matter how rudi- 
mentary, was neither feasible nor wise. At the other extreme were 
those who urged the most comprehensive type of “Blue Sky” regula- 
tory legislation. An influential, and ultimately the successful, group 
urged the basic disclosure philosophy of the British Companies Act 
of 1929 as a model for federal legislation.” While the controversy 
as to the efficacy of disclosure statutes in the protection of investors 
and the public has not abated, the first of the federal securities laws, 


was filed. This may be found in, Stock Market Study, Regulation of Unlisted Securi- 
ties, Hearings on S.2054 Before a Subcommittee of the Senate Committee on Banking 
and Currency, 84th Cong., Ist Sess. 1203 (1955). A further report was submitted in 
1955. SENATE CoMM. ON BANKING AND CuRRENCY, 83p ConG., 2p Sess., REPORT OF THE 
SEC on S. 2054 (Comm. Print 1955). 


25 Securities Act of 1933; Securities Exchange Act of 1934; Public Utility Holding 
Company Act of 1935; Trust Indenture Act of 1939; Investment Company Act of 1940; 
Investment Advisers Act of 1940, supra note 1. Chapter X of the National Bankruptcy 
Act, 52 Stat. 883 (1938), 11 U.S.C. §§ 501-676 (1958). Commissioner Orrick discusses 
elsewhere in this symposium the organization and composition of the Commission. 

26 Dean, Book Review, 50 Micn. L. Rev. 1388 (1952); Douglas & Bates, The 
Federal Securities Act of 1933, 43 Yate L. J. 171 (1933); Note, 33 Corum. L. Rev. 
1220 (1933) ; Washburn, Control of Securities Selling: Anti-Fraud Legislation, 31 
Micu. L. R., 768, 773 (1933) ; Testimony of Huston Thompson before House of Rep- 
resentatives, Hearings on H.R. 4314 Before the House Committee on Interstate and 
Foreign Commerce, 73d Cong., 1st Sess., 11 (1933) ; S. Rep. No. 47, 73d Cong., Ist 
Sess. 3 (1933). It is interesting to note that in an early draft of the act, section 6 would 
have given the Commission power to revoke the registration of any security subject 
to the act if upon examination it appeared that its issuer . . . “Has been or is 
or is about to engage in fraudulent transactions . . . or is in any way dishonest . . . 
its or their affairs are in an unsound condition or insolvent . . . the enterprise or 
business of the issuer, or person, or the security is not based upon sound principles, 
and that the revocation is in the interest of the public welfare.” (Confidential Com- 
mittee Print of $.875, 73d Cong., 1st Sess. March 13 [Calendar day, March 29], 1933). 
_ The British have had a long history of legislation dealing with problems in the 
issuance and distribution of securities. The seeds of the disclosure philosophy so 
firmly imbedded in the Companies Act were first modestly introduced in 1844. It was 
not until 1900, however, that a modern disclosure statute, upon which the existing 
structure is modeled, was first enacted. Companies Act, 11 & 12 Geo. 6, c.38 (1948), 
consolidating Companies Act, 19 & 20 Geo, 5, c.23 (1929) and Companies Act, 10 & 
11 Geo. 6, c.7 (1947). For a comparison, provision by provision, of the Securities Act 
of 1933 with the British Companies Act, see 78 Conc. Rec. 8674-8696 (1934). Adoption 
of the British disclosure philosophy did not, however, still the battle which continued 
to be waged as to the need for, or efficacy of the Securities Act of 1933 although the 
1934 amendments to the statute did serve to allay some of the concern expressed. 
Flexner, The Fight on The Securities Act, Atlantic Monthly, Feb. 2, 1934 p. 232; 
Douglas & Bates, The Federal Securities Act of 1933, 43 Yaz L.J. 171 (1933) ; Dean, 
The Federal Securities Act: I, Fortune, Aug., 1933, p. 706. 
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concerned primarily with the initial distribution of securities and 
the cornerstone of the whole fabric, the Securities Act of 1933, is 
based almost wholly upon the view that the national public and in- 
dividual investors’ interests will be better served by disclosure of the 
relevant and material facts necessary to independent and informed un- 
derstanding and decision, than by regulatory control in the conven- 
tional sense.?" 


Il. Tue Securities Act oF 1933 


This article will be devoted largely to a discussion of provisions 
of the Securities Act and the complementary provisions of the Trust 
Indenture Act of 1939. Under these statutes the government has 
neither the duty nor the authority to approve or to disapprove a 
security or an offering. Nor is it empowered to deter any offering, 
except for non-compliance with provisions of the statute, or to inter- 
fere, except to compel compliance with statutory requirements, in the 
affairs of an issuer.”® Other statutes in the fabric of federal securities 
laws, although relying heavily upon the basic disclosure concept of 
investor protection, also provide for regulation of the market places 
for securities, of those who play important professional roles in those 
markets,” and of certain types of public utility holding and invest- 
ment companies.*° These provisions, which reflect increasing tend- 


27 H.R. Rep. No. 85, 73d Cong., Ist Sess. 3 (1933) ; S. Rep. No. 47, 73d Cong., Ist 
Sess. 1 (1933). 

28 Securities Act of 1933, § 23; Trust Indenture Act of 1939, § 324; H.R. Rep. 
No. 85, supra note 27, at 4; S. Rep. No. 47, supra note 27, at 2; Thomascolor Inc., 
27 S.E.C. 151, 172 (1947). 

29S. Rep. No. 792, 73d Cong., 2d Sess. (1934) ; H.R. Rep. No. 1383, 73d Cong., 2d 
Sess. (1934) ; S. Rep. No. 1455, 75th Cong., 2d Sess. (1938) ; H. R. Rep. No. 2307, 
75th Cong., 3d Sess. (1938). Loss, The SEC and the Broker Dealer, 1 Vanp. L. R. 516 
(1948) ; Lesh, Federal Regulation of Over-The-Counter Brokers and Dealers in 
Securities, 59 Harv. L. R. 1237 (1946) ; NASD, History or NationAL ASSOCIATION 
oF Securities DEALERS, INc., ITs ACTIVITIES, MEMBERSHIP DaTA, SANCTIONS IMPOSED, 
MEMBERS EXPELLED, FINANCIAL STATEMENTS, LIAISON AND SUPERVISION BY THE SEC 
FROM 1936 To NovEMBER 1958, 85th Cong., 2d Sess., (Comm. Print 1959) (Printed 
for use of the Special Sub-committee on Legislative Oversight of the Committee on 
Interstate and Foreign Commerce). 

The Investment Advisers Act of 1940, S. Rep. No. 1775, 76th Cong., 2d Sess. 21 
(1940) ; H.R. Rep. No. 2639, 76th Cong., 3d Sess. 27-30 (1940) ; 10 SEC Ann. Rep. 
179 (1945) ; Schenker, The SEC Looks at Investment Advisers, 3 INVESTMENT CouN- 
sEL ANNUAL 6 (1941). 


30 Public Utility Holding Company Act of 1935, S. Rep. No. 621, 74th Cong., Ist 
Sess. (1935) ; H.R. Rep. No. 1318, 74th Cong., Ist Sess. (1935) ; 10 SEC Ann. Rep. 
83-139 (1945); Blair-Smith & Helfenstein, 4 Death Sentence or a New Lease on 
Life?, 94 U. Pa. L. Rev. 148 (1946); Meer, Reorganization Under the Bankruptcy 
and Holding Company Acts, 27 Texas L. Rev. 14 (1948); The os Company 
Act of 1940, S. Rep. No. 1775, 76th Cong., 3d Sess. 11 (1940) : H.R. Rep. No. 2639, 
76th Cong., '3d Sess. 9 (1940) ; 10 SEC Ann. Rep. 157-177 (1945) ; Jaretzki, The In- 
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encies toward more protective statutory schemes of investor protec- 
tion, are dealt with in detail in other articles appearing in this sym- 
posium. 

The Securities Act was enacted after intensive investigations by 
committees of the Congress. Authority for its enactment rests upon 
the constitutional provisions vesting in the national government 
power to legislate with respect to use of the mails and of the means 
and facilities of interstate and foreign communication and transporta- 
tion.** Its objectives are (1) to provide investors with material fi- 
nancial and other information concerning securities publicly offered 
for sale by federal jurisdictional means, directly or indirectly by the 
issuing company, or by a person in a control relationship with the 
issuer,” and (2) to prohibit misrepresentation, deceit, and other 
fraudulent practices in the sale of securities generally (whether or not 


a public offering is in process or the securities are exempt from regis- 
tration under the act). 


Perhaps a more important overall aim sought to be achieved by the 
legislators was to make clear to the world that those who manage and 
control corporations handling or using public monies are trustees 
vested with a public responsibility.** Thus the Securities Act and 


vestment Company Act of 1940, 26 Wash. U. L. Q. 303 (1941) ; Motley, Jackson and 
Barnard, Federal Regulation of Investment Companies Since 1940, 63 Harv. L. Rev. 
1134 (1950) 


31 U.S. Const. art. I, §§ 8(7) and 8(3); Isaacs, The Securities Act and the Con- 
stitution, 43 Yate L. J. 218 (1933; Note, Power to Enact Federal Securities Act 
of 1933, 32 Micu. L. Rev. 811 (1934). 


82 This is a reflection of a congressional decision that registration shall be required 
only as to distributions by those in a position to supply reliable information—the 
issuer and a person in a control relationship with the issuer. While the provisions 
of the act impinge directly upon the issuer, distributions by a controlling person—so- 
called secondary distributions—are reached indirectly by requiring registration of 
shares offered by any person who is a statutory underwriter, sections 5, 4(1). The 
term underwriter includes any person who purchases for an issuer with a view to, or 
sells for an issuer in connection with, a distribution of any security, or who participates 
directly or indirectly in the distribution or its underwriting. SEC v. Culpepper—F.2d— 
(2d Cir. Sept. 10, 1959). For purposes of identifying who is an underwriter the term 
issuer is defined to include any person who controls, is controlled by, or is under com- 
mon control with the issuer, section 2(11). Many knotty problems arise in reaching 
conclusions whether a control relationship does in fact exist. The act does not define 
the term control. Rule 405, 17 C.F.R. § 230.405 (1949), describes it as the “possession, 
direct or indirect, of the power to direct or cause the direction of the management and 
policies of a person, whether through the ownership of voting securities, by contract, 
or otherwise.” The courts have held that, as in respect of other terms used in the act, 
the term control must be broadly construed to give effect to the remedial purposes of 
the statute. Stadia Oil & Uranium Co. v. Wheelis, 251 F.2d 269, 275 (10th Cir. 1957). 
See also, Nev-Tah Oil and Mining Co., SEC Securities Exchange Act Release No. 
5738, at 8-9, July 22, 1958, and authorities cited. 


33 H.R. Rep. No. 85, supra note 27, at 3, 5; S. Rep. No. 47, supra note 27, at 5; 
The President’s Message, supra note 14. 
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succeeding legislation were to prescribe minimum standards against 
which transactions and practices, whether or not subject to the 
jurisdiction of the Commission, were to be measured.** That the acts 
have contributed to the achievement of this overall aim is now clear.* 
Those who were the greatest detractors of the statutory scheme or 
who feared it most are now prepared to admit that the securities mar- 
kets have been strengthened by the statutes and the existence of the 
Commission.*° 


The second numbered objective is served by provisions for civil 
liabilities and criminal penalties for misrepresentations, fraudulent 
schemes and deceptive devices in the offer and sale of securities 
whether or not subject to registration.** The Commission is vested 
with rule making and investigatory authority necessary to implement 
these objectives, as well as the power to initiate administrative pro- 
ceedings or to seek court assistance to stop or to prevent violation 
of the statutory provisions or standards. The Commission may refer 
violations to the Attorney General for criminal prosecution.* 


The first objective is achieved in part by requiring, in connection 
with a public offering not exempt from registration, the filing with 


84 The President’s message, supra note 14; Frankfurter, supra note 3, at 111; Gour- 
rich, Investment Banking Methods Prior to and Since the Securities Act of 1933, 
4 Law & Contemp. Pros. 44, 62 (1937). 


35 An outstanding result of the enactment and administration of these statutes has 
been the establishment of a higher standard of ethics in the handling of other 
people’s money. New standards prevail in the business of inducing investors to 
part with their money and in the business of managing that money once it has 
been entrusted to a particular enterprise. There now prevail new concepts of 
fair dealing, of adequate disclosure and of the duties of management and insiders. 
The general acceptance of these ethical standards by the business community 
is reflected not alone in the policies and outlook of those subject to the Com- 
mission’s jurisdiction, but it is also evidenced in many respects in the practices 
‘oo not within the jurisdiction of the Commission. 10 SEC Ann. Rep. 
8 (1945). 

36 “And many a doughty Wall Street operator, who damned the SEC in 1934 as 
a creation of the Devil—or worse, of “That Man’—will concede today that it has 
aided rather than hindered the securities markets.” Porter, New Deal Agencies Be- 
come More Revered Than Reviled, The Washington Post, July 4, 1959, § D, p. 3, col. 6. 


87 Sections 11, 12, 15, 17; reference should also be made to the provisions of 
certain sections of the Securities Exchange Act, namely, sections 10(b) and 15(c), 
which the courts have held may also give rise to civil liabilities. Fratt v. Robinson, 
203 F.2d 627, 632 (9th Cir. 1953) ; Fischman v. Raytheon Mfg. Co., 188 F.2d 783, 787 
(2d Cir. 1951) ; Slavin v. Germantown Fire Ins. Co., 174 F.2d 799, 805 (3d Cir. 1949) ; 
Acker v. Schulte, 74 F. Supp. 683, 686 (S.D. N.Y. 1947); Geismar v. Bond & 
Goodwin, 40 F. Supp. 876,878 (S.D. N.Y. 1941); Osborne v. Mallory, 86 F. Supp. 
869, 879 (S.D. N.Y. 1949) ; Kardon v. National Gypsum Co., 69 F. Supp. 512, 514 
(E.D. Pa. 1946); Robinson v. Difford, 92 F. Supp. 145, 149 (E.D. Pa. 1950); The 
Northern Trust Co. vy. Essaness Theatres Corp., 103 F. Supp. 954, 964 (N.D. II. 
1952) ; Speed v. Transamerica Corp., 71 F. Supp. 457, 458 (D. Del. 1947). 


38 Sections 19(a), 8(b), 8(d), 8(e), 20(b), (c). 
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the Commission of a registration statement (including a form of 
prospectus which must be furnished to the investor) setting forth 
such information regarding the issuer, the security and the offering as 
will enable the investor to make an independent and informed ap- 
praisal of the merits of the security offered.*® The importance and 
effect of this requirement can best be understood when it is recalled 
that, prior to enactment of the Securities Act, American methods 
for the underwriting and distribution of securities already placed 
greater emphasis on speed of distribution than the British practice from 
which they developed.*° 

The very rapid industrialization in the United States beginning at 
the end of the 19th century, which created ever increasing demands 
for substantial amounts of capital, the inability of investment bankers 
and institutional investors to absorb and to digest all of the new issues 
offered, and the importance of spreading the risk involved in financing 
new or expanding industry and of turning over the limited amounts 
of capital available for commitment to purchase new issues, led to 
underwriting by syndicates, to the development of selling groups 
which bought from the investment bankers-underwriters for distribu- 
tion on the retail level, and of techniques which made possible wide- 
spread marketing of new issues within relatively short periods of 


These developments were made possible by the willingness and 


ability of public investors to subscribe for increasing numbers of 


39 Sections 5, 6, 7, 10; Schedules A & B; 10 SEC Ann. Rep. 14-15 (1945); 
Heller, Disclosure Requirements Under Federal Securities Regulation, Address 
before Houston Chapter of Controllers Institute of America, Houston, Texas, 
October 26, 1954; Woodside, Practical Aspects of Preparing an Issue for Market, 
Address before Federal Bar Association and the Bureau of National Affairs, Inc., 
— Conference on Securities Laws and Regulation, Chicago, IIll., February 19, 

40 For a comparison of British and American underwriting practices at that time 
see TWENTIETH CENTURY FUND, Stock Market Controt 42-44 (1934) and THE 
SEcuRITY MARKETS, supra note 17, at 79-84 (1935). For a discussion of current dif- 
ferences see Gower, Some Contrasts Between British and American Law, 69 Harv. 
L, Rev. 1309 (1956) at 1381 and Corporation Law in England and America, 11 Bus. 
Law. 39 (1955) at 47. See also Gower, Mopern Company Law 96-116 (2d ed., 1957). 

41 H.R. Rep. No. 85, supra note 27, at 7-8, 9; Committee on Banking and Currency, 
Stock Exchange Practices, S. Rep. No. 1415, 734 Cong., 2d Sess. 133 (1934) ; THE 
SECURITY MARKETS, supra note 17, at 63-76; Atkins, Edwards, & Moulton, supra note 
14, at 22-43; Bishop, THE FINANCING oF BustNness ENTERPRISES 287-367 (1929); 
Livincston, THE AMERICAN STOCKHOLDER ch. XV (1958) ; United States v. Morgan, 
118 F. Supp. 621, 635-655 (S.D. N.Y. 1953) (See also Point II of the Brief on 
General Points in Support of Motions to Dismiss ,* ee Blyth & Co., Inc., 
The First Boston Corporation, Glore Forgan & Co., idman, Sachs & Co., and Leh- 
man Brothers, U.S. v. Morgan, supra). See particularly the discussion in this sym- 
posium of investment banking practices before and since the federal securities laws in 
the article by Mr. Halleran and Mr. Calderwood. 
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new issues. In the decade prior to the Securities Act, the public 
appetite had been so keenly whetted as to make possible the flotation 
of new securities merely on the rumor of their availability. The not 
unnatural concern of those engaged in selling securities to be provided 
with sufficient “merchandise” resulted in commitments by dealers 
upon mere announcements of proposed new issues. Limitations of 
capital caused dealers to contract promptly for the disposition of 
this merchandise to their customers—all without the information so 
necessary to investment analysis and decision.*? It is to correct this 
abuse that the statute prohibits initiation of the selling campaign 
prior to the public revelation of the pertinent facts in a registration 
statement and requires a waiting period between the filing and effec- 
tive date of the registration statement to permit an unhurried ap- 
praisal by dealers and their customers of the merits of the security of- 
fered.** These provisions are found in section 5, the heart of the 
Securities Act. 


Section 5(c) makes it unlawful for amy person to use federal juris- 
dictional means—the mails, or the means or instruments of trans- 
portation or communication in interstate or foreign commerce—to 


offer to sell or to solicit an offer to buy a security unless a registration 
statement with respect to such security has been filed with the Com- 
mission.** Offers to buy are prohibited for the “purpose of prevent- 
ing dealers from being committed to underwriters of the issuer with- 
out being informed. Thus, under the bill, it will not be lawful for 
dealers to offer to buy prior to the filing date.” *° After the filing 
of the registration statement, offers may be made but sales may not be 
effected prior to effectiveness of the registration statement, thus 


42 H.R. Rep. No. 85, supra note 27, at 3, 7-8; S. Rep. No. 1455, 73d Cong. 2d Sess. 
100 (1934). 

43 Frankfurter, supra note 3, at 55; 10 SEC Ann. Rep. 14-16 (1945); H.R. Rep. 
No. 85, supra note 27, at 7-8. 

44H.R. Rep. No. 85, supra note 27, at 7; H.R. Rep. No. 1542, 83d Cong., 2d Sess., 
7-14 (1954) ; S. Rep. No. 1036, 83d Cong., 2d Sess. 2-6, 14-16 (1954) ; SEC Securi- 
ties Act Release No. 3844, Oct. 8, 1957; Gadsby, Address before the Central States 
Group of the Investment Bankers Association, Chicago, March 20, 1958; Gadsby, 
Current Problems Under Section 5 of the Securities Act of 1933 and Release No. 
3844, 13 Bus. Law. 358 (1958) ; Van Alstyne Noel & Co., 22 S.E.C. 176 (1946) at 179; 
SEC v. Starmont, 31 F.-Supp. 264, 267 (E.D. Wash. 1939); SEC v. Arvida Corp. 
169 F. Supp. 211 (S.D. N.Y. 1958) ; Carl M. Loeb Rhodes and Dominick & Dominick, 
SEC Securities Exchange Act Release No. 5870, Jan. 9, 1959; First Maine Corp., 
SEC Securities Exchange Act Release No. 5859, Jan. 21, 1959; Note, An Offer to 
Sell Under the Securities Act of 1933, 54 Nw. U. L. Rev. 131 (1959). For a critical 
—. see Note, Arvida and the SEC, Prefiling Publcity, 1959 Duxe L.J. 460 
(1959). 

45S. Rep. No. 1936, supra note 44 at 15; H.R. Rep. No. 1542, supra note 44, at 24. 
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providing the so-called waiting period.** Offers may be extended dur- 
ing the waiting period only by means specifically permitted by the 
statute as implemented by rules of the Commission, “i.e., oral offers 
and prospectuses (which include any written offer and any offer 
by radio or television) meeting the requirements of Section 10 of the 
Act.” “7 The permitted “prospectuses” are the form of preliminary 
prospectus included in the registration statement and certain forms 
of summary prospectuses prescribed and permitted by Commission 
rules.** In addition, pursuant to the statute and an implementing rule, 


46 Under the Securities Act of 1933, prior to the 1954 amendments, offers, much less 
sales, could not be made during the waiting period. In 1933 the House Committee on 
Interstate and Foreign Commerce viewed the waiting period in the following light: 

The compulsory 30-day [changed to twenty days as enacted] inspection period 
before securities can be sold is deliberately intended to interfere with the reckless 
traditions of the last few years of the securities business. It contemplates a 
change from methods of distribution lately in vogue which attempted complete 
sale of an issue sometimes within 1 day or at most a few days. Such methods 
practically compelled minor distributors, dealers, and even salesmen, as the price 
of participation in future issues of the underwriting house involved, to make 
commitments blindly. This has resulted in the demoralization of ethical stand- 
ards as between these ultimate sales outlets and the securities-buying public 
to whom they had to look to take such commitments off their hands. This high- 
pressure technique has assumed an undue importance in the eyes of the present 
generation of securities distributors, with its reliance upon delicate calculations 
of day-to-day fluctuations in market opportunities and its implicit temptations 
to market manipulation, and must be discarded because the resulting injury to 
an underinformed public demonstrably hurts the Nation. It is furthermore the 
considered judgment of this committee that any issue which cannot stand the 
test of a waiting inspection over a month’s average of economic conditions, but 
must be floated within a few days upon the crest of a possibly manipulated 
market fluctuation, is not a security which deserves protection at the cost of 
the public as compared with other issues which can meet this test. H.R. Rep. 
No. 85, supra note 27, at 7-8. 

Despite Commission rules and interpretations permitting and encouraging the use 
of informational documents during the waiting period, underwriters, dealers and issuers 
were reluctant to use them for fear that distribution of any information during the 
waiting period would involve them in liability for making “offers” illegally before 
effectiveness of the registration statement. The act was amended in 1954 to “permit 
freer discussion and communication concerning new issues by modifying the present 
prohibition against the use of interstate facilities or the mails in the making of oral 
or written offers during the waiting period. It authorizes written offers during this 
period by means of prospectuses filed with the Commission prior to use. Significantly, 
however, the bill continues to make unlawful sales and contracts of sale before the 
informational requirements of the act have been met and the registration statement has 
become effective.” S. Rep. No. 1036, supra note 44, at 4. 

The concept of a waiting period represented a departure from the English statute 
as it was enacted in 1929. Companies Act, 1929, 19 & 20 Geo. 5, ¢.23, § 34(1). How- 
ever, the consolidating act, adopted in 1948, requires a three day waiting period. 
Companies Act, 1948, 11 & 12 Geo. 6, c.38, § 50(1). 

47 Section 5(b) (1) ; S. Rep. No. 1036, supra note 44, at 15. With certain exceptions, 
a prospectus is defined to mean any prospectus, circular, advertisement, letter, or 
communication, written or by radio or television, which offers any security for sale 
or confirms the sale of any security. The exceptions relate to documents used with a 
full official prospectus and “tombstone” advertisements. Section 2(10). 

48 Section 10(a) provides for the so-called official prospectus which contains 
essentially all the information in the registration statement other than the ex- 
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hibits and certain technical and statistical information and which must be used in 
connection with every sale, section 5(b)(2). The Commission is authorized to 
permit omission of some of the required information if necessary or appropriate 
in the public interest or for the protection of investors, section 10(a)(4). The 
Commission forms for registration and the related rules require that the form of 
prospectus be made an integral part of the registration statement, rule 404, 17 
C.F.R. § 230.404 (1949), as amended, 17 C.F.R. § 230.404 (Supp. 1959); General 
Instruction C to the forms for registration [Documents Comprising Registration 
Statement] ). 

Section 10(b), introduced into the statute in 1954, provides for Commission 
rules permitting the use of a summary prospectus which “omits in part or sum- 
marizes information in the prospectus specified in subsection (a).” Such a pros- 
pectus, except to the extent the Commission otherwise requires, is required to be 
filed as part of the registration statement “but shall not be deemed a part of such 
registration statement for the purposes of Section 11,” (the section which specifies the 
liability of the issuer, its management, experts and underwriters for omission from, half 
truths or misrepresentations in, the registration statement when it becomes effective). 
The Commission may, however, summarily prevent or suspend the use of such a pros- 
pectus if it believes it has not been filed (although required to be) or that it is mis- 
leading. Opportunity is provided for hearing and for variation or modification of the 
order. A summary prospectus may be used only for the limited purposes of making an 
offer or soliciting an offer to buy and satisfies the requirements of section 5(b) (1). 
A form of summary prospectus may be used before or after the effective date. Anyone 
using a summary prospectus which is misleading or fraudulent is subject to the civil 
liabilities of section 12(2), and to civil and criminal sanctions for violation of section 
17. As part of the registration statement it may give rise to administrative proceedings 
to prevent or suspend effectiveness of the registration statement sections 8(b), 8(d), 
8(e). Acting under sections 10 and 19, the Commission has adopted rules permitting 
use of a prospectus meeting the requirements of section 5(b) (1): rule 433, 17 C.F.R. 
§ 230.433 (Supp. 1959)— the preliminary prospectus which is a part of the registra- 
tion statement; rule 434, 17 C.F.R. § 230.434 (Supp. 1959)—a summary prospectus 
prepared by an independent statistical organization which need not be filed with the 
registration statement; rule 434a, 17 C.F.R. § 230.434a (Supp. 1959)—a summary 
prospectus prepared by or on behalf of the issuer or underwriter and included in the 
registration statement; it must contain the information required by the relevant 
instructions in the form for registration. (See also rule 494, 17 C.F.R. § 230.494 
(Supp. 1959), which provides for abbreviated newspaper prospectuses which may be 
used in connection with offerings by foreign governments. ) 

Section 10(c) authorizes the Commission to require that any prospectus shall 
contain such other information as the Commission may require as necessary or 
appropriate in the public interest or for the protection of investors. Section 10(d) em- 
powers the Commission to classify prospectuses and to prescribe the form and contents 
of each class. Section 10(f) authorizes the Commission, by rule and regulation, to 
require the filing with it of all forms and prospectuses, including radio or television 
broadcasts, used in the offer or sale of registered securities. See rule 424, 17 C.F.R. 
§ 230.424 (Supp. 1959) generally as to form and content of prospectuses. 

While the Commission has not adopted a rule requiring that all revised prospectuses 
used more than 9 months after the effective date of the registration statement (the 
period during which the prospectus in the registration statement generally may be 
used without revision) be filed with the Commission as part of the registration state- 
ment, this result is frequently arrived at by agreement with the Commission in special 
types of offerings, e.g., where a continuous offering may be contemplated for a sub- 
stantial period of time (section 10(a)(3)) or where close questions arise because 
of the last sentence of section 6(a), which provides that a registration statement 
is deemed effective as to securities presently proposed to be offered. 

Section 305(c) of the Trust Indenture Act of 1939 provides that the Commission may 
require the inclusion in a prospectus under the Securities Act of (1) an analysis of the 
provisions of the indenture under which the securities are to be issued with respect 
to (a) definition of a default, (b) authentication and delivery of the indenture securi- 
ties and application of the proceeds thereof, (c) release or substitution of any property 
subject to the lien of the indenture, (d) satisfaction and discharge of the indenture 
and (e) the evidence required to be furnished by the obligor as to compliance with 
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certain documents, referred to as “tombstone” advertisements be- 
cause of their necessary brevity, are defined as not being prospectuses 
and may be used.*® 


The care with which this statutory pattern was evolved is more 
clearly seen when it is recalled that, prior to 1954, no “offering” 
could be made during the waiting period prior to the effective date 
of the registration statement. This created a conflict between major 
purposes of the statute. On the one hand, it was legislative policy to 
secure as wide a dissemination of the information in the registration 
statement as was necessary to informed consideration by dealers and 
investors or their advisers; on the other, it was an important legislative 
purpose that investors and dealers not be subject to pressures requiring 
hurried and uninformed decisions. Attempts to give practical effect to 
these objectives raised difficult problems “of drawing the line between 
activities which may be considered as involving illegal offers as 
distinguished from those which may be considered to be no more than 
proper and lawful dissemination of information,” © despite attempts 
by the Commission to resolve the legal problem and otherwise to en- 
courage wide dissemination of the information in the registration 
statement.** The 1954 amendments were proposed and adopted large- 


conditions and covenants in the indenture; and (2) a supplementary analysis prepared 
by the Commission of such provisions if, after notice and opportunity for hearing, the 
Commission by order finds such analysis necessary or appropriate. It should be noted, 
however, that the liabilities and penalities for misleading statements or wilful viola- 
tion provided i in both the Securities Act of 1933 and The Trust Indenture Act of 1939 
do not apply to the statements in or omission from any such analysis, section 305(d). 

Section 24(c) of the Investment Company Act vests in the Commission authority to 
require, by rules, regulations, or order, that the information in a prospectus relating 
to a periodic payment plan certificate or face amount certificate registered under the 
Securities Act be presented in such form, order of items and that it contain such sum- 
maries as are necessary or appropriate in the public interest or for the protection of 
investors. Section 24(e) (3) provides that, notwithstanding the provisions of section 
10(a) (3) of the Securities Act of 1933, no prospectus which varies from the latest 
prospectus contained in the registration statement, and which relates to a security issued 
by a face amount certificate company or a redeemable security issued by an open-end 
management company (a mutual fund) or unit investment trust, may be deemed to 
meet the requirements of section 10 unless it has been filed as an amendment to the 
registration statement and, pursuant to section 8(c) of the 1933 act, has been declared 
effective. 

49 Section 2(10) (b), and rule 134, 17 C.F.R. § 230.134 (Supp. 1959). 


50 Quotation taken from an analysis by J. Sinclair Armstrong of Amendments to 
Securities Act of 1933, presented in Hearings on H.R. 7550 a S. 2846 Before the 
House Committee on Interstate and Foreign Commerce, 83d Cong., 2d Sess. 19 (1954) ; 
- also testimony of Ralph H. Demmler at 152 and statement of T. Jerrold Bryce at 

1 


51SEC Securities Act Release Nos. 70, November 6, 1933, 464, August 19, 1935, 
802, May 23, 1936. In these releases, the view was expressed that f fair summaries of 
the information contained in the registration statement could be circulated in the 
waiting period so long as this activity was not in fact designed to offer the security 
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ly to resolve the dilemma.” It is important to note, however, that 
while the statute now does permit an offer to sell or to buy during this 
period, it does not permit “free writing”, that is, the statute limits 
strictly the discretion of the offeror to determine the nature and 
content of the offering documents. 

After effectiveness of the registration statement, offers may be ac- 
cepted and sales may be consummated. The first writing used (other 
than a tombstone advertisement or a summary prospectus)** must be 
preceded or accompanied by the full prospectus. This means that, 
apart from oral offers, every other sales communication must be so 
limited or made against the context of the official full prospectus. 
Finally, the statute prohibits delivery of a security, for sale or after 


or to solicit offers to buy it. The difficulty experienced by counsel, in advising clients 
whose business it was to sell securities that, despite the breadth of the terms “offer” 
and “sale” in section 2(3) of the Securities Act of 1933, such an activity was not for- 
bidden, militated against wide use of this device. This was particularly true since 
there was question whether bona fide reliance upon these opinions afforded the pro- 
tection section 19(a) accords reliance upon a rule of the Commission even if later 
found to be invalid. 

In SEC Securities Act Release No, 3177, Dec. 6, 1946, the Commission announced 
the adoption for a six months trial period of rule 131, 17 C.F.R. § 230.131 (1949) 
(now repealed) which provided that the transmittal or giving of a preliminary (red- 
herring) prospectus to any person would not in itself constitute an offer. In the same 
release the Commission also announced that in considering requests for acceleration 
it would consider whether adequate distribution of the preliminary prospectus had been 
made to dealers who would be asked to participate in the distribution. See also SEC 
Securities Act Release No. 3165, Oct. 13, 1946. 

The present rule 460, 17 C.F.R. §230.460. (Supp. 1959), reflects the Commission’s 
continued position that acceleration is in part dependent on adequate dissemination of 
information during the waiting period. 


52S. Rep. No. 1036, supra note 44, at 15. Some have urged that, while the amend- 
ment produces a more realistic and sensible result, a real aspect of the dilemma re- 
mains; the desired speed of distribution is such that understandings short of firm 
commitments are necessary on the part of the dealer, and therefore on the part of 
his customer, to enable him to take his proper place in the lists of those seeking par- 
ticipation in a new issue. This is particularly true in periods when the public appetite is 
great and unsated. 

53 Jd. at 16. The statute does not prohibit oral offers during the waiting period. 
This is not, as is sometimes suggested, an inadvertent loophole. It is rather a realistic 
recognition that a statutory prohibition against oral offerings would be honored most 
often in the breach. The statutory scheme subjects such conversation to the liabilities, 
the penalties and the sanctions for violation of the anti-fraud provisions of sections 
12(2) and 17 of the Securities Act of 1933. Cf. Dean, Book Review, supra note 26 at 
1393. 


54 A summary prospectus proposed to be used either before or after the effectiveness 
of a registration statement must be a summary of the information in the prospectus 
at the time of its use. This may mean, therefore, that the summary prospectus used 
in the pre-effective period, when price data is frequently not included in the pre- 
liminary prospectus found in the registration statement, must be supplemented in the 
post-effective period to include a summary of such information included in the full 
prospectus. 


55 Sections 5(b) (1), 2(10) (a). 
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sale, unless it is accompanied or has been preceded by the full of- 
ficial prospectus. 

These are the operative provisions and they apply to all persons. 
It is, therefore, necessary to examine certain of the terms used in 
section 5, and the exemptions, for an understanding of the reach 
and effect of the statutory prohibitions. 

The term “security” is broadly defined to reach not only the usual 
forms such as stocks, bonds and other evidences of indebtedness, 
but also the more subtle and sometimes not readily recognizable kinds 
of participation in common ventures defined as investment contracts 
or as certificates of interest or participation in profit sharing arrange- 
ments. It also includes preorganization certificates or subscriptions 
and, generally, any interest or instrument commonly known as a 
“security”, or any certificate of interest in, guarantee of, or right to 
subscribe to, any of the various forms of a security.* 


56 Section 5(b) (2). Since the first clause of section 4(1) does not exempt transac- 
tions by a dealer, except for the provisions of the third clause of that section, this 
would mean that dealers trading in the registered securities would be required in- 
definitely to use a prospectus in connection with the sale of registered securities. 
The third clause provides that, except with respect to securities comprising an un- 
sold allotment to or subscription by the dealer as a participant in the distribution, 
the requirement for delivery of a prospectus shall cease after the expiration of 40 
days after the effective date of the registration statement or 40 days after the first 
offering following such effective date, whichever is later. This is based on the view 
that most distributions are completed within the 40 day period and the securities may 
be expected to have come to rest. Rule 153, 17 C.F.R. § 230.153 (1949), as amended, 
17 C.F.R. § 230.153 (Supp. 1959) of the Commission provides for compliance with 
this statutory requirement, where the securities are to be sold on an exchange, by 
delivery to the exchange of sufficient copies of the full prospectus for redelivery to 
members upon their request. In a case arising under regulation A, 17 C.F.R. §§ 230- 
.251-230.262 (Supp. 1959), in which the proposed offering was to be made at a price 
which would have exhausted the $300,000 ceiling, sales were made initially to dealers 
and to associated persons as part of a device to distribute the securities to the public 
at a higher price. The Commission held that these purchasing dealers were dealers 
selling an unsold allotment as part of a distribution in which they were participating. 
Lewisohn Copper Corp., SEC Securities Act Release No. 3907, March 18, 1958. Cf. 
SEC v. Culpepper, supra note 32; Oklahoma Texas Trust, 2 S.E.C. 764, 769 (1937), 
aff'd, 100 F.2d 888 (10th Cir. 1939). 

57 Section 2(1). Thus, for example, the United States Supreme Court has held 
schemes for the sale of rather small orange groves to investors resident in other 
states who are unable and do not intend to manage the groves, coupled with “care” 
contracts to plant, harvest, and market the produce and to transmit to the investor 
the proceeds, less the charges for these services, to amount to the public offering and 
sale of “securities” within the intendment and provisions of the statute. SEC v. W. J. 
Howey Co., 328 U.S. 293 (1946) ; see also SEC v. C. M. Joiner Leasing Corp., 320 
U.S. 344 (1943) ; Blackwell v. Bentsen, 203 F.2d 690 (5th Cir. 1953). See also SEC 
v. Crude Oil Corp. of America, 93 F.2d 844 (7th Cir. 1937) ; SEC v. Timetrust Inc., 
28 F. Supp. 34 (N.D.Cal. 1939) appeal dismissed on stipulation in Timetrust Inc. v. 
SEC, 118 F.2d 718 (9th Cir. 1941) ; U.S. v. Monjar, 47 F. Supp. 421 (D. Del. 1942), 
affd., 147 F.2d 916 (3d Cir. 1944), cert. denied, 325 U.S. 859 (1944); Peneld Co. 
v. SEC, 143 F.2d 746 (9th Cir. 1944), cert. denied, 323 U.S. 768 (1944); SEC v. 
Universal Service Assn., 106 F.2d 232 (7th Cir. 1939), cert. denied, 308 U.S. 622 
(1940) ; SEC y. Payne, 35 F. Supp. 873 (S.D.N.Y. 1940) ; SEC v. Wickham, 12 F. 
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“Offer” and “sale” have also been accorded a breadth of meaning 
necessary to give effect to the broadly remedial purposes of the 
statute.* Thus the term offer includes “every attempt or offer to 
dispose of, or solicitation of an offer to buy, a security or an interest 
in a security, for value”, a definition which is intended to reach every 
action reasonably related to the sales effort and to make clear that its 
meaning is not to be tested by the limitations generally recognized 
in ordinary contractual relations. So also the term sale includes 
every contract of sale or disposition of a security for value.” 








Supp. 245 (D. Minn. 1935); Wall v. Wagner, 125 F. Supp. 854 (D. Neb. 1954), 
aff'd, Whittaker v. Wall, 226 F.2d 868 (8th Cir. 1955). 

SEC Securities Act Release No. 185, June 30, 1934, discusses fractional undivided 
interests in oil, gas and other mineral rights within the definitions of “security” and 
“issuer” in sections 2(1) and 2(4). See also SEC Securities Act Release Nos. 3890, 
Jan. 21, 1958; 3892, Jan. 31, 1958. 

58In the Howey case, supra note 57, at 299 the court, in construing the term 
“security,” said: “It permits the fulfillment of the statutory purpose of compelling 
full and fair disclosure relative to the issuance of ‘the many types of instruments 
that in our commercial world fall within the ordinary concept of a security.’ H.R. Rep. 
No. 85, 73rd Cong., Ist Sess., p. 11. It embodies a flexible rather than a static 
principle, one that is capable of adaptation to meet the countless and variable schemes 
devised by those who seek the use of the money of others on the promise of profits.” 
In SEC v. C. M. Joiner Leasing Corp., supra note 57, the court stated “Some rules of 
statutory construction come down to us from sources that were hostile toward the 
legislative process itself and thought it generally wise to restrict the operation of an 
act to its narrowest permissible compass. However well these rules may serve at times 
to aid in deciphering legislative intent, they long have been subordinated to the 
doctrine that courts will construe the details of an act in conformity with its dominat- 
ing general purpose, will read text in the light of context and will interpret the text 
so far as the meaning of the words fairly permits so as to carry out in particular cases 
the generally expressed legislative policy.” (Footnotes omitted). See also U.S. v. 
Monjar, supra note 57; SEC v. Starmont, supra note 44, at 267; SEC v. Crude Oil 
Corp., 93 F.2d 844, 846-47 (7th Cir. 1937). 

59 SEC Securities Act Release No. 1256, February 9, 1937; SEC v. Chinese Consol. 
Benevolent Ass’n., 120 F.2d 738 (2d Cir. 1941); SEC v. Starmont, supra note 44. 
Cf. SEC v. Okin, 132 F.2d 784 (2d Cir. 1943), a case arising under the proxy rules 
of the Commission, 

60 Although a contrary position had first been taken, the Commission in 1935 
announced the view that “no sale” is involved in the presentation to security holders 
and the consummation of corporate reclassifications and corporate combinations by 
merger, consolidation, or sale of assets. SEC Securities Act Release Nos. 167, May 
18, 1934, and 493, Sept. 20, 1935. This was based on the view that in such transactions 
a security holder who is asked to vote is considering and acting on one of these pro- 
posals as a_stockholder-member of a corporation and not as an_ individual 
investor reaching an investment decision. The theory was that the transaction 
constituted a corporate act and its consummation was effected by operation of law. 
See Briefs of the Commission, Leland Stanford Junior Univ. v. Nat’l Supply Co., 
46 F. Supp. 389 (N.D. Cal. 1942), rev’d, 134 F.2d 689 (9th Cir., 1943), cert. denied, 
320 U.S. 773 (1943). Whatever the merits of this syllogism, or the validity of its 
premises, the Commission, at least since 1951, has limited the “no-sale” concept to an 
interpretation that these transactions do not involve a “sale” for purposes only of de- 
termining the application of the registration provisions of the act to the submission and 
consummation of the corporate transactions. SEC Securities Act Release No. 3420, 
Aug. 2, 1951. At that time it indicated clearly that the “no-sale” doctrine, then em- 
bodied in rule 133, 17 CFR § 230.133 (Supp. 1959), should not be understood as rep- 
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resenting the view that a “sale” was not involved for other statutory contexts or for 
purposes of determining the application of the anti-fraud or other provisions of the act. 

These limitations of rule 133 were either overlooked or ignored. At any rate, it 
appeared that transactions of the character described in the rule were being formally 
arranged to provide the means for widespread distribution of securities to the public 
without provision for the information required by the statute. 23 SEC ANNUAL REPoRT 
2 (1958). Such a case involving a company whose securities were registered under 
the Securities Exchange Act for trading on a national securities exchange was the sub- 
ject of consideration by the Commission in an administrative proceeding brought to 
determine whether its registration should be suspended or withdrawn. Great Sweet 
Grass Oils Ltd., 37 S.E.C. 683 (1957), affirmed per curiam sub nom., Great Sweet 
Grass Oils Ltd. v. SEC, 256 F. 2d 893, (D.C. Cir. 1958); a journalist’s account of 
the case may be found in Klaw, The Great Sweet Grass Swindle, Fortune, Aug., 
1957, p. 134. See also SEC Securities Act Release No. 3846, October 10, 1957; Inter- 
mountain Petroleum, Inc., SEC Securities Exchange Act Release No. 5753 Aug. 11, 
1958; North American Resources Corp., SEC Securities Exchange Act Release No. 
5756, Aug. 20, 1958; SEC v. Micro-Moisture Controls, Inc., 148 F. Supp. 558 (S.D. 
N.Y. 1957) (preliminary injunction), 167 F. Supp. 716 (S.D. N.Y. 1958) (permanent 
injunction), aff'd sub nom. SEC v. Culpepper, supra note 32). 

ln consequence of those developments, and an abortive attempt to restate the rule in 
1956 to provide that the transactions there described did in fact amount to “sales” 
subject to registration, in the spring of 1958 the Commission ordered a detailed study 
and review of the entire matter including all relevant materials and prior positions 
taken as well as views of many persons interested in the matter. SEC Securities Act 
Release Nos. 3698, October 2, 1956; 3728, December 17, 1956; and 3761, March 15, 
1957. A summary of the conclusions and recommendations contained in the resulting 
staff report was published in connection with the announcement of a proposed amend- 
ment of rule 133. SEC Securities Release No. 3965, Sept. 15, 1958. Restated briefly, 
the proposal urged retention of the existing rule that registration is not required with 
respect to the submission to security holders and consummation of transactions therein 
specified in the rule. However, it would be made clear that distribution of the securities 
so issued was not necessarily free of registration; that any person in control of a con- 
stituent corporation, as defined, who took any of the securities in the transaction with 
a view to distribution would be deemed to be an underwriter except with regard to 
certain limited sales effected by brokers’ transactions, defined as not amounting to a 
distribution ; and that, if the issuer arranges for a public distribution of shares issued in 
the merger or other transaction (whether or not limited to shares of persons in a con- 
trol relationship to a constituent corporation), prior registration would be required. The 
staff conclusion was that a sale, within the broad meaning of the Securities Act defini- 
tion, is involved in the submission and consummation of merger and similar plans but 
that considering the structure of the act, legislative and other indications, it is properly 
within the Commission’s rule making authority, and consistent with purposes of the 
statute, to define the terms “offer” and “sale” as to exclude the submission and consum- 
mation of such plans only from the registration and prospectus requirements of the 
act and to make clear that some of those who participate in a distribution to the public 
generally of the shares issued in these transactions would be subject to those require- 
ments. SEC Securities Act Release Nos. 3965, supra, and 4077, May 5, 1959. For a 
further description of the history of rule 133, of the rationale for the staff proposals, 
and a discussion of comments on the staff proposal received by the Commission in 
response to its invitation, see Cohen, Rule 133 of the Securities and Exchange Commis- 
sion, 14 N. Y. Bar Recorp 162 (1959). Not unexpectedly, the proposal to amend the 
rule was preceded, accompanied and followed by considerable discussion. Various 
aspects of the problems encountered in any consideration of this matter may be found 
in the following: Woodside, Mergers, Consolidations and the SEC With Particular 
Emphasis on Rule 133 and Section 3(a) (9) of the Securities Act of 1933, Address 
Before a Joint Meeting of the Section on Administrative Law and Section on Banking, 
Corporation and Business Law, Association of the Bar of the City of New York, Jan- 
uary 14, 1958; Purcell, A Consideration of the No-Sale Theory Under the Securities 
Act of 1933, 24 Brooxtyn L. Rev. 254 (1958) ; Orrick, Registration Problems Under 
the Federal Securities Act Resales Following Rule 133 and Exchange Transactions, 10 
Hastinés L. J. 1 (1958) ; Throop, In Defense of Rule 133, A Case for Administrative 
Self-Restraint, 13 Bus. Law. 389 (1958) ; Sargent, A Review of the “No-Sale’ Theory 
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Sections 3 and 4 provide exemptions from the registration require- 
ments for certain types of securities or transactions." These include 
(1) securities sold or disposed of by the issuer or bona fide offered 
to the public prior to or within 60 days after enactment of the 


ET RE. 0S FSS +. EEA EEN ND Tes AE ee EEN nas SS 
of Rule 133, 13 Bus. Law. 78, (1957) ; Orrick, Some Interpretative Problems Respect- 
ing The Registration Requirements Under the Securities Act, 13 Bus. Law. 369 
(1958) ; Cowett, Reorganizations, Consolidations, Mergers and Related Corporate 
Events Under The Blue Sky Laws, 13 Bus. Law. 418, 760 (1958); Proposed SEC 
Rule 133-Comments of Committee on Federal Regulation of Securities, 14 Bus. Law. 
423 (1959) ; Loss, supra note 23, at 334-40. On July 16, 1959, the Commission adopted 
amendments to rule 133 giving effect essentially to the staff proposal as modified in 
the light of suggestions received as a result of the invitations for comment. At the 
same time, the Commission adopted Form S-14 which permits use of the proxy state- 
ment, employed in seeking stockholder approval of the transaction by an issuer subject 
to the Commission’s proxy rules, as virtually the entire prospectus in connection with 
an offering of the stock received by those who may be underwriters. SEC Securities 
Act Release No. 4115, July 16, 1959. 

In SEC Securities Act Release No. 4121, July, 1959, the Commission announced 
adoption of rule 136, which would make clear that the levying of assessments by an 
issuer of assessable stock, and any sale of the stock at auction upon default, involve 
the “offer” and “sale” of security within the meaning of the registration and other 
provisions of the act. At the same time it adopted a new regulation F under the 
exemptive authority accorded to the Commission by section 3(b) for offerings not 
in excess of $300,000 under which investors are required to be furnished with informa- 
tion as to the proposed use of intended assessments. Reference should be made to 
regulation A-M, 17 C.F.R. § 230.240 (1949), as amended, 17 C.F.R. § 230.240 (Supp. 
1959), pursuant to which offerings of assessable stock in amounts not exceeding $100,- 
000 may be effected without registration. An undertaking is required of the issuer in 
connection with these offerings to furnish certain information to investors in connec- 
tion with any assessment. Rules 240(e)(17) and 240 (g), 17 C.F.R. §§ 230.240(e) 
(17), 230.240(g) (1949). On Sept. 1, 1959 the Commission announced a proposal to 
repeal regulation A-M SEC Securities Act Release No. 4138, Sept. 1, 1959. 

Section 2(3) also provides that the terms “offer” and “sale” shall not include pre- 
liminary negotiations or agreements between the issuer (or a person in control rela- 
tionship with the issuer) and any underwriter, or among the underwriters who are 
to be in privity of contract with the issuer (or persons in a control relationship with 
the issuer). This was necessary in view of the all inclusive prohibitions of section 5 
and is a reflection that the stated definitions apply “unless the context otherwise re- 
quires”—Schillner v. H. Vaughan Clarke Co., 134 F.2d 875, 878 (2d Cir. 1943). 
Obviously, while the underwriting contract is thus not a “sale” prohibited in the pre- 
filing or pre-effective periods, it nevertheless is a “sale” to make the investment bank- 
ers purchasers within the meaning of the definition of underwriter in section 2(11) 
and as used in section 11. Note should be taken of those provisions of section 2(3) 
which have taken on additional significance in these days of “give aways.” “Any securi- 
ty given or delivered with or as a bonus on account of, any purchase of securities or 
any other thing, shall be conclusively presumed to constitute a part of the subject of 
such purchase and to have been offered for value.” 

Finally, reference should be made to rule 140, 17 C.F.R. § 230.140 (1949) which 
reflects a definition of the term underwriter. The rule provides that a person whose 
chief business is the sale of its own securities to provide the funds with which to pur- 
chase the securities of any other issuer, its subsidiary or affiliate is to be regarded as 
engaged in the distribution of the securities of such issuer, subsidiary or affiliate and 
consequently an “underwriter” within the meaning of section 2(11). 

61 Space limitations do not permit more than the marginal notations to materials 
relevant to a consideration of most of these exemptions. It should be noted, however, 
that none of the exempted securities or transactions is free from the penalties for 
violation of the anti-fraud provisions of section 17, or, with the exception of govern- 
mental, bank, and other securities, exempt by section 3(a) (2), from liability under 
section 12(2) for rescission or damages for false, or misleading statements or 
half-truths in the sale of securities. Loss, supra note 23, at 954-1098, 806-826. 
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statute;” (2) transactions by a person who is not an issuer, under- 
writer or dealer; (3) transactions by an issuer not involving a public 
offering; (4) certain transactions by dealers and brokers;* (5) 


62 This exemption is not available, however, for any new offering by an issuer or 
underwriter. After twenty-five years, problems still arise under this section. In a 
recent case defendants purchased all the outstanding stock of a company incorporated 
in 1931. There was no evidence that the corporation ever engaged in business or 
offered or sold its stock to the public prior to the summer of 1958 when the defendants 
purchased the outstanding stock and thereafter publicly offered it without prior regis- 
tration. The court dismissed the argument that the shares were exempt because they 
were “disposed of by the issuer” prior to the date on which the act became law. The 
court held that the stock “was not sold, disposed of or bona fide offered, to the public 
until 1958.” Moreover, since the shares were acquired from control persons of the 
issuer, each of the defendants “became an ‘underwriter’ whose ‘new offering’ of the 
stock was not exempt from registration.” SEC v. A. G. Bellin Securities Corp., 171 
F. Supp. 233 (S.D. N.Y. 1959). [The court cited SEC v. Saphier, 1 SEC Judicial 
Decisions 291 (S.D. N.Y. 1936).] 

63 Section 4(1), first clause. See rules 140, 141, 142, 143, 17 C.F.R. $$ 230.140 
—230.143 (1949) and the proposed new rule 144, announced in SEC Securities Act 
Release No. 4028, Feb. 10, 1959. “Issuer” is defined in section 2(4), apart from certain 
technical applications, to be every person who issues or proposes to issue any security. 
Section 2(11) provides that an “underwriter” is any person who purchases from or 
offers or sells for an issuer (or a person in a control relationship with an issuer) 
any security with a view to or in connection with its distribution or participates or 
has a direct or indirect participation in the distribution. For a definition of “distribu- 
tion” see Oklahoma-Texas Trust, supra note 56; Canusa Gold Mines, Ltd., 2 S.E.C. 
548, 558-59 (1937); Reiter Foster Oil Corp., 6 S.E.C. 1028, 1037 (1940). See also 
Colorado Milling & Elevator Company, 15 S.E.C. 20, 24-26 (1943); Puget Sound 
Distillery Inc., 3 S.E.C, 355 (1938); Unity Gold Corporation, 3 S.E.C. 618, 626- 
629 (1938) ; and supra notes 59, 60. “Dealer” is defined in section 2(12), to mean any 
person who engages for all or part of his time, as agent, broker or principal in 
the business of offering, buying, selling or otherwise dealing in securities issued by 
another person. 

64 Section 4(1), second clause. This is usually referred to as the so-called private 
offering or private placement exemption. It is important to emphasize that this 
is a popularization of the statutory provisions which exempt from the prohibitions of 
section 5, “transactions by an issuer not involving any public offering.” (Emphasis 
added). The burden is placed upon every issuer to establish the availability of 
the exemption. SEC v. Ralston Purina Co., 346 U.S. 119 (1953). Wholly apart, there- 
fore, from questions as to the status, responsibility or duty of any person who par- 
ticipates in the process by which a public offering is effected, the issuer bears the 
strict responsibility to effect registration if it initiates a transaction which involves any 
public offering. Failure to do so may subject it, directly or indirectly, to rescission or 
possible damages on that ground alone, section 12(1). Of course those who par- 
ticipate in the offering and distribution may also be subject to liability and to other 
sanctions. SEC v. Chinese Consol. Benevolent Ass’n., supra note 59. 

The term “public offering” is not defined in the statute. Nor has the Commission 
formulated any precise definition of the term. The Commission has, however, in its 
decisions in particular cases, and otherwise, sought to provide understandable and 
workable guides to its understanding of the term. In 1935, the Commission published 
an opinion of its General Counsel in which he discussed various factors relevant to a 
oan whether a particular offering is public. SEC Securities Act Release No. 285, 

an. 24, 1935. 

In summary, the opinion indicated that there were many factors which must be 
considered, of which the principal ones were: (1) The number of offerees and their 
relationships to each other and to the issuer: Thus, it was stated that an offering to 
a limited number of persons is less likely to be a public offering than one extended to 
a large group, but that, irrespective of numbers, an offering to a class having special 
knowledge of the issuer, is less likely to be a public offering than one made to mem- 
bers of a class of the same size who do not have this advantage; (2) The number of 
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units offered: Thus, “. . . where many units are offered in small denominations or 
are convertible into small denominations there is some indication that the issuer recog- 
nizes the possibility, if not the probability, of a distribution of the securities to the 
public generally. The purpose of exemption of non-public offerings would appear to 
have been to make registration unnecessary in these relatively few cases where an 
issuer desires to consummate a transaction or a few transactions and where the trans- 
action or transactions are of such a nature that the securities in question are not likely 
to come into the hands of the general public”; (3) The size of the offering: It was 
suggested that “. . . it would appear to be proper to consider not merely the specific 
transaction or transactions between the issuer and the initial purchasers, but also the 
extent to which a later public offering of all or part of the securities sold by the issuer 
is likely. [Further] . . . a material consideration is whether the security in question is 
already dealt in by the public . . . or, within the reasonable contemplation of the parties, 
is likely thus to be dealt in shortly after its issuance. This factor may indicate whether 
public distribution of the security in question is likely within a reasonable period of 
time”; and (4) The manner of offering, that is, whether the transaction is directly 
negotiated between the issuer and the investor or whether the facilities of public dis- 
tribution are employed. See also SEC Securities Act Releases Nos. 97, Dec. 28, 1933; 
603, Dec. 16, 1935; 1862, Dec. 13, 1938; 2029, Aug. 8, 1939. 

These views have generally been accepted and strengthened by the courts. SEC vy. 
Ralston Purina Co., supra; Gilligan, Will & Co. v. SEC, CCH Fep. Sec. L. Rep. 
€ 90,920 (June 3, 1959); SEC v. Sunbeam Gold Mines Co., 95 F.2d 699 (9th Cir. 
1938) ; Merger Mines Corp. v. Grismer, 137 F. 2d 335 (9th Cir. 1943) ; SEC v. Mono- 
Kearsarge Consolidated Mining Co., 167 F. Supp. 248 (D. Utah 1958) ; Robinson v. 
Newton, Civil No. B-1016, Dist. Ct. for City of Denver, Colo., March 14, 1956; the 
Corporation Trust Co. v. Logan, 52 F. Supp. 999 (D. Del. 1943). With the gloss 
placed on them by the courts, they continue to form the basis for administrative con- 
sideration by the Commission of the innumerable situations which come before it 
each year by reason of requests for Commission assistance in reaching a conclusion 
whether the registration provisions of the 1933 act apply, in considering the adequacy 
of claims for exemption contained in registration statements, reports and other docu- 
ments filed with the Commission, or in reaching decisions whether to initiate pro- 
ceedings in the courts or before the Commission to enjoin, or to impose sanctions for 
violations of the statute. 

The Supreme Court has emphasized that a test based on the number of offerees may 
be appropriate as a basis for considering whether to initiate administrative action, 
but that it is not suitable to determine whether a public offering is involved; that a 
public offering may be involved even when extended to a very few persons but that the 
statutory exemption may be available in an offering to a larger group where the 
offering is limited to persons who possess or have access to the information which reg- 
istration would provide, who do not need its protections and who are so situated as 
to be able to fend for themselves. Ralston Purina Co., Inc. v. SEC supra. Of course 
the offerees may not take the securities with a view to their distribution since this 
would transform the transaction into a public offering effected through the purchasers 
as underwriters, section 2(11); SEC Securities Act Release No. 1862, Dec. 13, 
1938; Gilligan Will & Co., Inc. v. SEC, supra. Cf. SEC v. Chinese Consol. Benev- 
olent Ass’n., supra note 59. 

Recent developments in the so-called private placement technique as it relates to 
equity or equity related securities, usually of a speculative character, create problems. 
Private placements had their beginnings and early development in the negotiated sale 
of specially tailored debt securities to a limited number of large institutional investors 
who were in a position to insist upon and to receive more information than that pro- 
vided by registration and to require such protective covenants or restrictions which, 
together with their ability to supervise constantly and to take appropriate action in- 
stantly, supported the view that such offerings were non-public in character for which 
the protections of the registration provisions were probably unnecessary. Recent years 
have witnessed increased resort to placements of equity or equity related securities with 
syndicates of individuals and bankers or their affiliates. Cf. Mendel, Institutional In- 
vestment Through Private Placement of Corporate Securities, 53 Cotum. L. Rev. 
804 (1953). 

An issuer or investment banker will urge upon the Commission that the proposed 
placement is to a limited group of wealthy investors, sometimes including the banking 
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firm or its partners, who are financially sophisticated and will make substantial in- 
dividual acquisitions for investment; that the proposed investors are able to fend for 
themselves; that registration will serve no useful purpose; and that the proposed 
investors do not need the protections of the statute intended for the public investor. 
Without concurring that a public offering is not involved, the staff of the Commis- 
sion has in limited situations taken a “no action” position, that is, it has indicated it 
is not prepared to recommend action by the Commission if the transaction is 
consummated without registration in reliance upon the opinion of counsel that 
registration is not required. Predictably, the banker and the investor will, within a 
relatively short period, return and seek concurrence in the view that a distribution 
by them of the securities so acquired should be free of registration since they took 
“for investment” initially ; they have held for a year (or 9 months, or 18 months) and 
a sale now would not be inconsistent with the investment representation; therefore, 
they should not now be considered underwriters in any distribution and the initial 
sale by the issuer was not a transaction involving any public offering. It is urged 
that the fact that these groups frequently include investment bankers, broker-dealers, 
and others who customarily participate with such professionals in similar arrange- 
ments for the financing of industry, is of little consequence or relevance. 

With increasing frequency, the argument is also made that the proposed distribution 
is not inconsistent with the original investment representation because there has been 
“... a change in circumstances.” There are, of course, many instances of genuine 
changes in circumstances which lead to dispositions of securities acquired in private 
placements. However, many of the reasons assigned as amounting to change of cir- 
cumstances attest only to the ingenuity of man. Recently, the following situation was 
presented: An investor had acquired shares from the issuer in a so-called growth 
company in a “private placement.” Some 9 months later the market price of the shares 
had doubled. The issuer, however, had not increased its dividend in the same pro- 
portion. The investor urged that, because of the substantial decrease in the yield of 
the security, if calculated on the basis of the market price (not on the price paid 
by the investor), he had suffered such a change in circumstances as to warrant a 
distribution by him free of registration. He conceded that this had happened to other 
portfolio holdings and that yields had declined generally. The staff was unable to 
share the view that a public distribution at that time would not be inconsistent with 
the contention that the original taking was not with a view to distribution. Cf. SEC 
Securities Act Release No. 3825, Aug. 12, 1957. 

Whether or not intended as a means of avoiding or evading the registration pro- 
visions of the 1933 act, and whatever one’s views whether these arrangements con- 
stitute underwriting in the traditional sense, it seems clear that this pattern is not 
in accord with the basic statutory demand that transactions initiated by issuers which 
reasonably contemplate a broad public offering, albeit delayed, be subject to registra- 
tion prior to such offering so that investors may be placed in possession of necessary 
and timely information. The statutory problem is not one of semantics; nor is it satis- 
fied by traffic in investment representations. It goes to the very core of the statute 
and it arises in many different contexts. This is illustrated by the increasing number 
and growth of semi-public and private “development banks” and “venture capital” 
companies whose announced aims are to supply needed capital not available from the 
usual sources on reasonable or any terms, to market the securities received when the 
business or the security is seasoned, or a market develops, and thus to reap capital 
gains and to generate capital for further industry financing, reflecting a need for invest- 
ment banking of the type sometimes referred to as “old fashioned” underwriting. See, 
é.g., Statements of Robert E. Linton and C. W. Lede Petersmeyer in CoMMITTEE ON 
BANKING AND CurrENCY, 85TH CoNnG., 2p SEss., BRIEFING ON THE INVESTMENT ACT 
41, 119-120, 127-28, 130 (Comm. Print 1958). 

Additional complexities of a conceptual and technical nature arise when the initial 
transactions are attended by the issuance of long term options or warrants or con- 
vertible securities with and without detachable warrants, or arise from exchange 
transactions or corporate combinations and reorganizations. SEC Securities Act 
Release No. 3825, August 12, 1957; Woodside, supra note 60. See also supra note 60 
as to rule 133 and infra note 71 as to section 3(a) (9). In these cases reliance is 
placed on the “no-sale” rule, or the provisions of sections 3(a) (9), 3(a) (10), 
4(1), or combinations of these, as a basis for “freeing” from registration an offering 
to the public following a reorganization, an exchange, a conversion, or the exercise 
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offerings limited to the residents of a particular state by an issuer 
organized and doing business within that state;°* (6) certain short 


of an option. Most of these situations involve the same basic question as to the ap- 
plication of the policy of the statute, that direct or indirect public distributions 
flowing from transactions initiated by an issuer be subject to registration and 
that the public investor be furnished with adequate and timely information. That 
many of these situations frequently relate to the securities of companies not fully 
seasoned, or which have suffered financial stress, underlines the importance of the 
statutory requirements. Whatever the differences of view in these cases and whether 
or not they stem from a lack of mutual understanding or agreement as to the meaning 
of the statutory terms, or as to the reach of the statute, it should not be surprising that 
the Commission and the courts have indicated a reluctance to agree that public offerings 
flowing from such transactions are free of the registration requirements of the statute. 
SEC Securities Act Release No. 3825, Aug. 12, 1957; Elliot & Co., SEC Securities 
Exchange Act Release No. 5688, May 7, 1958; Gilligan, Will & Co., SEC Securities 
Exchange Act Release No. 5689, May 7, 1958 aff’d., Gilligan, Will & Co. v. SEC, 
supra; Dempsey & Co., SEC Securities Exchange Act Release No. 5690, May 7, 1958. 

Rule 151, 17 C.F.R. § 230.151 (1949), as amended, 17 C.F.R. § 230.151 (Supp. 1959) 
and the companion rule 3c-1 under the Investment Company Act, were adopted 
to take care of a problem created under the Small Business Investment Act of 1958. 
Under that statute small business investment companies must sell, and the small busi- 
ness concern must buy, the stock of the investment company each time funds are 
advanced to a small business concern by purchase of its convertible debentures, sec- 
tion 304(d) of the Small Business Investment Act of 1958. Rules 151 and 3c-1l 
provide that this activity shall not be deemed a public offering subject to registration 
under the Securities Act or within the meaning of section 3(c)(1) of the Invest- 
ment Company Act which excepts from the definition of an investment company subject 
to registration a company having less than 100 shareholders and not making or pro- 
posing a public offering. The rules are applicable only where the small business con- 
cern acquires the stock for investment and not for resale to the public. SEC Securities 
Act Release No. 4033, Feb. 13, 1939. 

Rule 152, 17 C.F.R. § 230.152 (Supp. 1959) provides that the second clause of 
section 4(1) shall be deemed to apply to transactions not then involving a public 
offering although subsequently the issuer decides to make a public offering and/or 
files a registration statement. The General Counsel of the Commission has stated 
that the declaration of a dividend payable either in cash or in securities at the election 
of the securityholder does not involve a transaction subject to the registration pro- 
visions of the 1933 act. SEC Securities Act Release No. 929, July 29, 1936. 


65 Section 4(1), third clause, exempts a dealer from the obligation to use a 
prospectus as to registered securities if he is not a participant in the distribution and 
forty days have elapsed since the effective date of the registration statement or the 
first offering after the effective date. See, however, supra note 56. Section 4(2), 
exempts brokers’ transactions, executed on or off an exchange, but does not exempt 
the solicitation of customers’ orders. SEC Securities Act Release No. 2623, July 25, 
1941; Brooklyn Manhattan Transit Corp., 1 S.E.C. 147, 171-72 (1935). This exemption 
is available only to the broker, not to his principal. SEC Securities Act Release No. 
131, Mar. 13, 1934. In its decision in Ira Haupt & Co., 23 S.E.C. 589 (1946), the 
Commission held that the exemption was not available where the broker was in fact 
effecting a distribution on behalf of a controlling person. This created considerable 
uncertainty in the securities business as to the meaning and availability of the exemp- 
tion. In fulfillment of a commitment made during the 1954 amendment program, 
S. Rep. No. 1036, 83d Cong., 2d Sess. 7 (1954), the Commission adopted an amend- 
ment to rule 154, 17 C.F.R. § 230.154 (Supp. 1959), which provides a guide to what 
may be deemed to be transactions by a broker not involving a distribution within the 
meaning of the rule. See also SEC Securities Act Release No. 3535, March 10, 1955, 
amending rule 154. 

66 Section 3(a) (11). SEC Securities Act Release Nos. 97, Dec. 28, 1933; 201, July 
30, 1934; 1459, May 29, 1937. Stadia Oil & Uranium Co. v. Wheelis, 251 F.2d 269,275 
(10th Cir. 1957); SEC v. Hillsborough Investment Corporation, 173 F. Supp. 86 
(D. N.H. 1958); SEC v. Truckee Showboat, Inc., 157 F. Supp. 824 (S.D. Calif. 
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term securities based on current transactions, insurance and certain 
annuity contracts, receivers certificates,” and the securities of munic- 
ipal, state and federal issuers, of other governmental instrumentalities 
(but not those of foreign governments or instrumentalities), of banks, 
of eleemosynary institutions, building and loan and similar associa- 
tions, and of certain farmers’ cooperatives and common carriers; 


1957) ; The Whitehall Corporation, SEC Securities Exchange Act Release No. 5667, 
April 2, 1958; Professional Investors, Inc., SEC Securities Exchange Act Release No. 
5315, May 26, 1956; Gadsby, The Securities and Exchange Commission and the 
Financing of Small Business, 14 Bus. Law. 144 (1958) ; McCauley, Intrastate Securi- 
ties Transactions Under the Federal Securities Act, 107 U. Pa. L. Rev. 937 (1959) ; 
Brooklyn Manhattan Transit Corp. supra note 65; Throop & Lane, Some Problems of 
Exemption Under the Securities Act of 1933, 4 Law & Contemp. Pros. 89 (1937) ; 
Mulford, Private Placements and Intrastate Offerings of Securities, 13 Bus. Law. 
297 (1958) ; Glavin and Purcell, Securities Offerings and Regulation A—Requirements 
and Risks, 13 Bus. Law. 303 (1958). 

Section 24(d) of the Investment Company Act of 1940 makes unavailable to regis- 
tered investment companies the intra-state exemption afforded by section 3(a) (11) of 
the 1933 act. However, section 6(d) of the Investment Company Act authorizes the 
Commission to exempt from any or all of its provisions (and thus possibly from the 
withdrawal of the section 3(a) (11) exemption) a closed-end company (one which is 
not required to redeem its shares) if the aggregate proceeds from past and proposed 
sales is limited to $100,000 and no public offering is to be made to anyone who is not 
a resident of the state of incorporation or organization of the issuer. The Commission 
is required to find that such exemption is not contrary to the public interest or incon- 
sistent with the protection of investors. Rule 6d-1, 17 C.F.R. § 270.6d-1 (1949). 
Cf. Priam Securities Corporation, Investment Company Act Release No. 2589, Aug. 
29, 1957. 

67 Section 3(a) (3); SEC Securities Act Release No. 401, June 18, 1935. This 
exemption is intended for “short term paper of the type available for discount at a 
Federal Reserve Bank and of a type which rarely is bought by private investors.” H. 
Rep. No. 85, supra note 27 at 15. 

68 Section 3(a) (8). Section 24(d) of the Investment Company Act provides that 
the exemption afforded by section 3(a) (8) of the Securities Act shall not be available 
for a security of an investment company. Unlike other provisions of the Investment 
Company Act, this provision is not limited by its terms to a registered investment 
company. Section 3(c)(3) of the Investment Company Act excepts from the defini- 
tion of an investment company any insurance company. Section 3(c)(7) in effect 
excepts a company primarily engaged, directly or through majority owned subsidiaries, 
in the insurance business. The Supreme Court has held that variable annuity con- 
tracts are securities to which the provisions of section 3(a) (8) of the Securities Act 
of 1933 do not apply and that issuers of these contracts are investment companies for 
whom the exemption provided by section 3(c)(3) of the Investment Company Act 
is unavailable. SEC v. Variable Annuity Co., 359 U.S. 65 (1959). 

69 Section 3(a) (7). Section 264 of Chapter X of the National Bankruptcy Act, 52 
Stat. 902 (1938), 11 U.S.C. § 664 (1958), provides an exemption from section 5 for 
(1) any security issued by a receiver, trustee or debtor in possession pursuant to 
section 116 of that act and (2) any transaction issued pursuant to a plan in exchange 
for securities of or claims against a debtor or partly in exchange and partly in cash 
Or upon exercise of a right to subscribe or conversion privilege so issued except (a) 
transactions by an issuer or underwriter in connection with a distribution otherwise 
than pursuant to the plan and (b) transactions by a dealer as to securities con- 
stituting all or part of an unsold allotment as a participant in such a distribution. 
Section 393 (Chapter XI) and 518 (Chapter XII) of the National Bankruptcy Act, 
52 Stat. 914, 928 (1938), 11 U.S.C. §§ 793, 918 (1958) contain similar provisions. 
Section 77(f) which relates to the securities of interstate common carriers contains 
comparable but broader exemptive provisions. 

7 Section 3(a) (2). The argument that American Depositary Receipts, issued by 
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(7) offerings pursuant to the so-called “reorganization” exemptions;" 
and (8) certain offerings effected in accordance with rules adopted 


banks against deposit of foreign securities, are securities “issued or guaranteed” by a 
bank within the meaning of section 3(a)(2) has not been accepted by the Commis- 
sion, See SEC Securities Act Release No. 3593, Nov. 17, 1955 adopting Form 
S-12. For a criticism of the limited action taken by the Commission in the adoption 
of this form, see Note, SEC Regulation of American Depositary Receipts: Disclosure, 
Ltd. 65 Yae L. J. 861 (1956). The special considerations and problems applicable in 
the case of public offerings in the United States by foreign issuers are receiving 
separate treatment in this symposium by Mr. Stevenson. See also Bross & Alpern, 
International Equity Financing, Two Recent Examples, 13 Bus. Law. 440 (1958). 

Section 304(a) (5) of the Trust Indenture Act of 1939 exempts from that act, and 
adds to the securities exempted from the Securities Act of 1933 by section 3(a) (2), 
any security issued under a mortgage indenture as to which a contract of insurance 
under the National Housing Act is in effect. Section 15(a) of the Bretton Woods 
Agreements Act, as amended, 63 Stat. 298 (1949), 22 U.S.C. § 286k-1 (1952) pro- 
vides that securities issued by the International Bank for Reconstruction and Develop- 
ment (including any guaranty by the Bank) and any securities guaranteed by the Bank 
as to both principal and interest shall be deemed exempted securities with the meaning 
of section 3(a)(2) of the Securities Act of 1933. Section 11(a) of Public Law No. 
86-48 (1959), 10 U.S. Cone Conc. & Ap. News 1460 (1959) authorizing participation 
by the United States in the new Inter-American Development Bank, contains similar 
provisions. 

Section 3(a) (4). The classes of institutions mentioned in the statute are religious, 
educational, benevolent, fraternal, charitable and reformatory, no part of the net earn- 
ings of which inures to the benefit of any person, private stockholder, or individual. 

Section 3(a)(5). Not all cooperatives are exempt, only farmers’ cooperative as- 
sociations as defined in paragraphs (12), (13), and (14) of section 103 of the Revenue 
Act of 1932, 47 Stat. 169. 

Section 3(a)(6). The exemption encompasses securities, the issuance of which 
is subject to the provisions of section 20a of the Interstate Commerce Act, as amended 
24 Stat. 379 (1887), as amended, 49 U.S.C. § 1 (1952). Section 20a was added by 
the Transportation Act of 1920, 41 Stat. 456, and preempts jurisdiction over the is- 
suance of securities of carriers subject to the jurisdiction of the Interstate Commerce 
Commission. Section 214 of the Motor Carrier Act of 1935 (49 Stat. 543, as amended, 
49 U.S.C.A. § 314 (Supp. 1958). ) added, to the securities exempt under section 
3(a) (6), the securities of common or contract motor carriers except where the 
aggregate par value of the securities to be issued and those outstanding does not 
exceed $1,000,000, and notes of not more than two years’ maturity and aggregating 


not more than $200,000. Cf. Dabney v. Allegheny Corp., 164 F. Supp. 28 (S.D.N.Y. 
1958). 


71 Section 3(a) (9). The exemption is available only if the issuer offers its securi- 
ties in exchange with its existing security holders exclusively where no commission 
or other remuneration is paid or given for soliciting such exchange. As to this latter 
point, see rules 149 and 150, 17 C.F.R. § 230.149, 230.150 (1949). The Commission 
has stated that the exemption is essentially a transaction and not a security exemp- 
tion ; that the exchange must be bona fide and not for purpose of evading the registra- 
tion requirements of the act for any subsequent public offering of the securities re- 
ceived in exchange; and that any such offering without registration must be based 
upon an appropriate exemption other than section 3(a)(9). SEC Securities Act 
Release No. 646, Feb. 3, 1936; Thompson Ross Co., 6 S.E.C. 1111 (1940); SEC 
Securities Act Release No. 3825, Aug. 12, 1957; Eliott & Co., supra note 64; 
Dempsey & Co., supra note 64; Gilligan Will & Co., supra note 64. 

The cases cited arose in the context of so-called private placements of debentures 
immediately convertible into common stock. Section 2(3) provides, by implication 
at least, that in such event an immediate and continuing offering of the under- 
lying security is the consequence of the conversion feature, since a delayed con- 
version must be treated as involving a sale at the time the conversion privilege is 
exercised. It would seem that this provision is a procedural one, concerned with the 
timing of registration of the underlying security. It raises a nice question whether 
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conversions were intended to be encompassed within the exchange exemption of sec- 
tion 3(a)(9). See Sargent, Questionable Uses of the “Exchange” Exemption to 
Securities Regulation: A Caveat, 44 Va. L. Rev. 703 (1958). Suffice it now to say 
that, while the Commission has not objected to reliance upon section 3(a) (9) for the 
conversion transaction, it has also insisted on registration of the underlying, as well 
as the convertible, security upon a public offering of the latter. SEC Securities Act 
Release No. 3825, Aug. 12, 1957. 

A private placement of immediately convertible securities may therefore be con- 
sidered as involving at that time a private and continuing offer of the underlying 
security. If the purchasers later make a public distribution of the convertible security, 
has the private and continuing offering by the issuer of the underlying security been 
converted into a public offering and may it be said that section 3(a) (9) is available, 
since the persons to whom the underlying security is offered through the convertible 
security are not existing security holders of the issuer? May the private purchasers 
of the convertible securities at some later date convert and immediately offer publicly 
the underlying common stock free of registration? The purposes and provisions of the 
act suggest that registration is required in each case, at least of the underlying security. 
SEC Securities Act Release No, 3825 supra. This conclusion has been seriously ques- 
tioned and the so-called “package theory” has been advanced to demonstrate that it 
is unsound. It is argued that, in a private placement of the convertible security, 
the underlying security is “sold” at the time the convertible is sold. Consequently, it 
is urged, any disposition of the convertible security, at a time or in a manner not in- 
consistent with the original purchase, or any conversion at that time and the immediate 
sale of the underlying security, is free of registration upon the basis of section 4(1), 
second clause, and section 3(a) (9). The matter is now under consideration at the Com- 
mission. For a fuller discussion of the arguments ranged on each side of the controversy, 
see Woodside, supra note 60; Orrick, supra note 60, at 15-22; Sargent, supra. Commis- 
sioner Sargent also discusses the application of these provisions to the so-called forced 
conversion. This arises upon a call for redemption of a convertible security when the 
market value of the underlying security into which conversion may be effected sub- 
stantially exceeds the redemption price. The issuer, in such cases, is neither seeking 
nor anticipating actual redemption, It may not have sufficient free cash for any large- 
scale redemption. Since most indentures require a reasonable redemption period, the 
issuer, in an effort to guard against a decline in the market price of the underlying 
security and consequent large-scale redemption, usually contracts with an investment 
banker whereby he agrees to purchase from the holders of the convertible security 
any of such securities offered to him at a price slightly higher than the redemption 
price, upon the understanding that the banker will convert any securities so acquired 
and distribute the underlying security. Section 3(a)(9) has been advanced as a basis 
for effecting such a distribution, free of registration. It is also argued that the issuer 
is merely obtaining insurance against an unanticipated demand for redemption. Con- 
stantly rising prices during periods when this device is most frequently employed 
have, as a practical matter, precluded any substantial acquisitions and distributions 
by the bankers under these arrangements. While the Commission has not interfered 
with the making of such arrangements, it should not be assumed that this reflects 
a conviction that section 3(a) (9) provides an exemption for any distribution which 
may be effected by bankers in consequence of a decline in the market price of the 
underlying security below its conversion value. This too is a matter of current 
interest in and out of the Commission. 

Section 3(a) (10). This exemption is available for transactions in which securities 
are issued in exchange for one or more bona fide outstanding securities, claims or 
property interests, or partly for cash, where the terms and conditions of the exchange 
are approved, after a hearing on the fairness of the plan of exchange by a court or 
any official or agency of the United States, or by any state or territorial banking 
or insurance commission or other governmental authority authorized by law to grant 
such approval. The approving authority must be authorized by law to hold the hear- 
ing upon the fairness of the terms and conditions at which all persons to whom it is 
proposed to issue securities have the right to appear. SEC Securities Act Release 
No. 312, March 15, 1935. The exemption is not deemed to be available prior to the 
actual approval. SEC Securities Act Release Nos. 3000, June 7, 1944; 3011, Aug. 
28, 1944; 3343, May 24, 1949. The question whether securities issued in a transaction 
exempted by section 3(a)(10) may thereafter be distributed to the public free of 
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pursuant to express authority vested in the Commission to exempt 
limited offerings, subject to terms and conditions, from registration.” 
The latter provisions reflect a Congressional determination to temper 
the full effect of the statute as against offerings by small business 


registration is subject to considerations similar to those involved when securities are 
issued in a transaction coming within section 3(a)(9) or within rule 133, supra 
note 60. Compare the provisions of the National Bankruptcy Act, supra note 53. 

72 Section 3(b). Section 3(b) empowers the Commission to exempt from registra- 
tion, subject to terms and conditions, offerings not in excess of $300,000. This is 
construed by the Commission to mean not more than $300,000 in any one year. The 
Commission has experimented during the years with the terms and conditions deemed 
necessary or appropriate in the public interest or for the protection of investors. 
Largely at the request of the securities industry, substantially the present provisions 
of regulation A, 17 C.F.R. §§ 230.251-230.262, as amended, 17 C.F.R. $$ 230.251- 
230.262 (Supp. 1959), the principal exemption under section 3(b), were adopted in 
1953 and strengthened in 1956. SEC Securities Act Release Nos. 3466, Mar. 6, 
1953; and 3663, July 23, 1956; Glavin & Purcell, supra note 66. 

The regulations adopted by the Commission under section 3(b) are regulation A 
(rules 251-262); regulation A-M (rule 240); regulation A-R (rules 230-233) ; 
regulation B (rules 300-356); and regulation B-T (rules 360-396). 17 C.F.R. 
§§ 230.251-230.262, 230.240, 230.230-230.233, 230.300-230.356, 230.360-230.396 (1949, 
Supp. 1959). Regulation A, the principal and general exemptive regulation, is 
available for an offering up to $300,000 by an issuer and up to $100,000 on behalf 
of another person. It requires the filing with the Commission and the furnishing 
to investors of a simple offering circular designed to provide the essential facts 
concerning the offering. It is primarily an anti-fraud technique and is not available 
for use by companies registered or required to be registered under the Investment 
Company Act; for fractional undivided interests in oil or gas rights or similar 
interests or other mineral rights (regulation B ($100,000) is available for these 
purposes); for assessable securities (regulation A-M ($100,000) is available for 
assessable shares of stock of mining corporations); or for certificates of interest or 
participation in a trust consisting of oil or gas leasehold interests or rights or 
fractional undivided interests in such rights (regulation B-T ($100,000) is available 
for such securities). On Sept. 1, 1959 the Commission announced proposals to repeal 
regulation A-M and B-T. SEC Securities Act Release No. 4138, Sept. 1, 1959. Regu- 
lation A-R ($100,000) is available for certain secured real estate notes. Regulation 
F, adopted July 30, 1959, is available for the levying of assessments upon, and sale 
upon default of payment of, assessable securities. 

Section 3(c) of the Securities Act was added by the Small Business Investment 
Act of 1958 in culmination of efforts over a number of years to develop special 
legislation designed to encourage the provision of venture and equity capital to small 
business unable to secure such capital on reasonable terms from normal channels. 
Briefing on The Investment Act, supra note 64; Murphy & Netter, The Small Busi- 
ness Investment Act of 1958, 19 Fev. B. J. 162 (1959); Evans, A Review of Small 
Business Financing, 14 Bus. Law. 568 (1959); Gadsby, The Securities and Ex- 
change Commission and the Financing of Small Business, 14 Bus. Law. 144 (1958). 
References are made to sources discussing treatment of this problem elsewhere in 
the western world at note 199, infra. Authority was vested in the Commission by 
the new section (3)(c), to exempt from registration, in unlimited amount, securities 
to be offered by small-business investment companies licensed by the Small Business 
Administration. Pursuant to this authority, the Commission has adopted regula- 
tion E, 17 C.F.R. §§ 230.601-230.610 (Supp. 1959) which exempts, subject to terms 
and conditions similar to those imposed by regulation A, offerings of securities not 
in excess of $300,000 in any one year. SEC Securities Act Release No. 4005, Dec. 
17, 1958; See also SEC Securities Act Release No. 4004 (Dec. 17, 1958), announc- 
ing the adoption of special Form N-5 to permit registration under the Securities Act 
and the Investment Company Act or under either and SEC Securities Act Release 
No. 4033, Feb. 13, 1959, announcing rule 151 under the Securities Act and rule 3c-l 
under the Investment Company Act. 





FEDERAL LEGISLATION AFFECTING SECURITIES 149 


concerns and certain companies organized to provide capital to such 
concerns."* 

Registration is initiated by payment of the prescribed fee™* and 
the filing with the Commission of the required information on one of 
the forms especially devised to suit various types of offerings and 
securities subject to the statute.** It must be signed by the issuer, its 


73 For fuller discussions of all of the exemptions, see Loss, supra note 23, at 70- 
108; McCormick, supra note 13, at 15-39; THomAs, FEDERAL SECURITIES HANDBOOK 
15-39 (1959); Throop and Lane, supra note 66, and the references at supra notes 
61-72. 

74 Section 6(b). See rules 457 and 458, 17 C.F.R. §§ 230.457, 230.458 (1949), as 
amended, 17 C.F.R. §§ 230.457, 230.458 (Supp. 1959) with respect to the calculation 
and payment of the fee, particularly as to nonconventional offerings, 


75 Section 7, schedules A and B. Schedule A, which applies to all but foreign 
governmental issues, specifies 32 categories of information and documents to be in- 
cluded in the registration statement and empowers the Commission by rule and 
regulation to require comparable information applicable in the case of “. . . certificates 
of deposit, voting trust certificates, collateral trust certificates, certificates of interest 
or shares in unincorporated investment trusts, equipment trust certificates, interim or 
other receipts for certificates, and like securities” and “. . . such other information 
as it may deem appropriate and necessary regarding the character, financial or other- 
wise, of the issuer of the securities and/or the person performing the acts and as- 
suming the duties of depositor or manager.” Schedule B sets out 14 categories of 
information applicable to foreign governmental issuers. Section 7 authorizes the 
Commission to provide by rule or regulation, for the omission of any such informa- 
tion or documents if inapplicable and fully adequate information is otherwise furnished. 
Section 7 also provides that the registration statement shall contain such other 
information and be accompanied by such other documents as the Commission, by 
rule or regulation, may require as necessary or appropriate in the public interest. 

Regulation C, 17 C.F.R. §§ 230.400-230.493 (1949), as amended, 17 C.F.R. §§ 230.- 
400-230.485 (Supp. 1959) of the General Rules and Regulations governs the form of 
the registration statement. The form actually used in the filing of a registration 
statement is deemed to be the right one unless the Commission objects, rule 401. 
See particularly rule 408, which provides that: “In addition to the information required 
to be included in a registration statement, there shall be added such further material 
information, if any, as may be necessary to make the required statements in the light 
of the circumstances under which they are made, not misleading.’ The Commission 
has in effect 16 forms for registration under the Securities Act. These are: 

Form C-2. 17 C.F.R. § 239.4 (1949). For certain types of certificates of interest in 
securities. 

Form C-3. 17 C.F.R. § 239.5 (1949). For American certificates against foreign 
issues and for the underlying securities. 

Form D-1. 17 C.F.R. § 239.6 (1949). For certificates of deposit. 

Form D-1A. 17 C.F.R. § 239.7 (1949). For certificates of deposit issued by issuers 
of securities called for deposit. 

Form F-1. 17 C.F.R. § 239.9 (1949). For voting trust certificates. 

Form N-5.17 C.F.R. § 274.5 (Supp. 1959). For Securities of small business invest- 
ment companies. 

Form S-1, 17 C.F.R. § 239.11 (1949), as amended, 17 C.F.R. § 239.11 (Supp. 
1959). General form. 

Form S-2. 17 C.F.R. § 239.12 (1949), as amended, 17 C.F.R. § 239.12 (Supp. 1959). 
For commercial and industrial companies in the development stage. 

Form S-3. 17 C.F.R. § 239.13 (1949), as amended, 17 ~ _ § 239.13 (Supp. 1959). 
For shares of mining corporations in the promotional sta 

Form S-4. 17 C.F.R. § 239.14 (1949), as amended, 17 CFR. § 239.14 (Supp. 1959). 
For closed-end management investment companies. 

Form S-5. 17 C.F.R. § 239.15 (1949), as amended, 17 C.F.R. § 239.15 (Supp. 1959). 


For open-end management investment companies. 
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principal officers and a majority of its board.”* These forms are based 
on requirements specified in schedules which form a part of the act 
and are designed to elicit information principally as to (1) the 
registrant’s property and business, (2) significant features of the 
security to be offered and its relationship to the capital structure of 
the registrant, (3) the manner and terms of the offering, (4) manage- 
ment, (5) use of the proceeds of the offering, and (6) the financial 
position of the issuer as reflected in statements certified by independent 
public accountants.”* The registration statement becomes public im- 
mediately upon filing.** The statute provides that the registration 
statement shall become effective automatically without the necessity 
for any Commission action twenty days after it is filed. Any amend- 
ment filed prior to effectiveness starts a new twenty day waiting 
period. This is because the statute provides that the registration state- 
ment shall be deemed to be filed on the filing date of each such amend- 
ment.” It is during this period that, as we have already noted, the 
securities may be offered but sales or contracts of sales to dealers and 
investors may not be effected. 


In accordance with stated statutory standards, the Commission is, 


however, given authority to permit earlier effectiveness of the regis- 


Form S-6. 17 C.F.R. § 239.16 (1949), as amended, 17 C.F.R. § 239.16 (Supp. 1959). 
For unit investment trusts. 

Form S-8. 17 C.F.R. § 239.16b (1949), as amended, 17 C.F.R. § 239.16b (Supp. 
1959). For certain types of employees’ stock purchase and savings plans. 

Form S-9. 17 C.F.R. § 239.22 (1949), as amended, 17 C.F.R. § 239.22 (Supp. 1959). 
For nonconvertible fixed interest debt securities. 

Form S-10. 17 C.F.R. § 239.17 (1949). For oil or gas interests or rights. 

Form S-12. 17 C.F.R. $ 239.19 (1949), as amended, 17 C.F.R. § 239.19 (Supp. 
1959). For American depositary receipts. 

Section 204 of the Federal Water Power Act, as amended by § 213 of Title II of 
the Public Utility Holding Company Act of 1935, provides that “Any public utility 
whose security issues are approved by” the Federal Power Commission “may file” 
with the SEC duplicate copies of its reports filed with the Power Commission “in 
lieu of the reports, information and documents required under $ 7 of the Securities 
Act and §§ 12 and 13 of the Securities Exchange Act. 


76 Section 6(a). See rules 455 and 456, 17 C.F.R. §§ 230.455, 230.456 (1949), as 
amended, 17 C.F.R. §§ 230.455, 230.456 (Supp. 1959) as to place and date of filing. See 
also section 7 as to the consents required of accountants, engineers or other experts 
who prepared or certified any part of, or who are named as having prepared or 
certified a report or valuation for use in connection with, the registration statement, 
or any report used, but not prepared for use, in connection with the registration 
statement. See rule 437, 17 C.F.R. § 230.437 (1949) with respect to applications to 
dispense with such consents. See also rules 435, 17 C.F.R. § 230.435 (1949) and 436, 
17 C.F.R. § 230.436 (1949). 


77 Schedules A and B. 


78 Section 6(d). Withdrawal of a registration statement does not have the effect of 
removing the registration statement from the public files. 


79 Section 8(a). 
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tration statement. This action by the Commission is known as 
“acceleration” and is an extremely important tool whereby the Com- 
mission can accommodate, in proper cases, the statutory requirements 
to the timing and other exigencies of particular public offerings.™ 
In exercising this authority the Commission must be mindful of the 
fact that the statutory provisions which are designed to slow up the 
distribution process reflect a Congressional determination that the 
practices previously in vogue, which compelled dealers and investors 
to make uninformed and hasty commitments for securities, con- 
tributed to the tremendous losses suffered by the investing public dur- 


ne ne For calculation of the “effective date,” see rule 459, 17 C.F.R. $ 230.459 

81“Acceleration” in practice is usually the exercise of the authority vested in the 
Commission by the first and last sentences of section 8(a). The last sentence provides 
that an amendment filed with the “consent” of the Commission shall be treated as 
part of the registration statement, thus obviating the counting of an additional twenty 
days from the filing date of the amendment as well as retaining the original filing date 
which is essential to meet the statutory requirements that the balance sheet of the 
registrant be as of a date within 90 days of the filing of the registration statement. 
Schedule A, paragraph 25. This action of the Commission is known as “protecting the 
financials.” See rules 475 and 476, 17 C.F.R. §§ 230.475, 230.476 (1949). Prior to 
the amendment of section 8(a) in 1940, which provided the present first sentence of 
that section, this was the only means by which the Commission could give recognition 
to the fact that it was impracticable, if not impossible, in many cases to determine and 
furnish definitive price and underwriting data long in advance of the offering dates. 
SEC, Report oN PrRoposALs FoR AMENDMENTS TO THE Securities Act oF 1933 AND 
THE SECURITIES EXCHANGE Act oF 1934 at 5 (1941). However, this limited authority 
did not provide needed flexibility and authority to the Commission to enable it to 
accommodate, consistent with the public interest and the interests of investors, the 
processes of the act to the realities and necessities of securities underwriting and 
distribution. Accordingly, the act was amended in 1940 to enable the Commission to 
fix a date earlier than 20 days after the filing date of the registration statement, 
“... having due regard to the adequacy of the information respecting the issuer there- 
tofore available to the public, to the facility with which the nature of the securities 
to be registered, their relationship to the capital structure of the issuer and the rights 
of holders thereof can be understood, and to the public interest and the protection of 
investors.” These six standards have through the years led to the development of 
and publication by the Commission of criteria to be considered by issuers and under- 
writers in requesting acceleration. See rules 460 and 461, supra note 75. Thus, the 
Commission requires as a condition to acceleration, as a minimum, distribution to 
each underwriter and dealer expected to be invited to participate in the distribution 
of sufficient copies of the preliminary prospectus a reasonable time before the expected 
effective date to permit an adequate distribution by such persons. Thomascolor, Inc., 
supra note 28, at 172 and concurring opinions at 172-174. If a distribution of in- 
adequate or inaccurate prospectus has been made, a proper distribution of a corrected 
preliminary prospectus must be made at least to the same people to whom were sent 
the earlier prospectus. The Commission will also wish to be satisfied that a bona fide 
effort has been made to make the prospectus reasonably concise and readable, so as 
to facilitate an understanding of the information therein. In addition, the Commission 
has announced that the statutory standards for acceleration are not met where pro- 
vision is made for indemnification by any means, including statutory provision, of any 
officer, director or control person for liabilities which may arise under the Securities 
Act, unless waived or the issuer represents that upon a request for indemnification, 
it will submit the matter to an appropriate court to determine whether indemnification 
would be against public policy as expressed in the act and that it will be guided by 
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ing the speculative orgies in the securities markets of the late 1920's. 
The statute also provides that the Commission may institute adminis- 
trative proceedings to refuse or to suspend effectiveness of the regis- 
tration statement if it appears to be materially incomplete or inac- 
curate. 


the final adjudication of that issue. Other grounds which may lead to denial of 
acceleration include the following situations: (1) When the Commission is con- 
ducting an investigation of the issuer, someone in control of the issuer or one of its 
underwriters; (2) when the underwriters, although firmly committed to purchase the 
registered securities, do not meet the financial-responsibility test of rule 15c3-1, 17 
C.F.R. § 240.15c3-1 (1949), as amended, 17 C.F.R. § 240.15c3-1 (Supp. 1959) under 
the Securities Exchange Act of 1934; and (3) where transactions by persons con- 
nected or proposed to be connected with the offering have affected or may affect the 
market price of the security to be offered. Rule 460, supra note 75. 

These policies of the Commission have been the subject of some criticism. [Hoover] 
CoMMISSION ON ORGANIZATION OF THE EXECUTIVE BRANCH OF THE GOVERNMENT, 
Task Force Report oN REGULATORY Commissions ch, XIV (1949); Gadsby and 
Garrett, “Acceleration” wnder the Securities Act of 1933—A Comment on the A.B.A.’s 
Legislative Proposal, 13 Bus. Law. 718 (1958); Mulford, “Acceleration” under the 
Securities Act of 1933—A Reply To the Securities and Exchange Commission, 14 
Bus. Law. 156 (1958). 

82 H.R. Rep. No. 85, supra note 27 at 3-4. 


83 Sections 8(b), 8(d), 8(e). Section 8(b) authorizes the initiation of a proceeding 
if it appears to the Commission that the registration statement is on its face materially 
incomplete or inaccurate. The Commission may, after notice not later than 10 days 
after the filing of the registration statement and opportunity for hearing within 10 days 
thereafter, issue an order prior to the effectiveness of the registration statement re- 
fusing to permit effectiveness until the registration statement has been amended in 
accordance with such order. When so amended, the Commission shall so declare and 
the registration statement shall become effective in accordance with the time limitation 
in section 8(a) or the date of such declaration, whichever is later. Section 305(b) of 
the Trust Indenture Act, 53 Stat. 1154 (1939), as amended, 15 U.S.C. § 77eee (1958), 
provides that a refusal order may be issued, as in section 8(b), with respect to a reg- 
istration statement, if the Commission finds (1) that the registered security has not 
been and is not to be issued under an indenture; (2) such indenture does not conform 
to the requirements of the Trust Indenture Act; or (3) the designated trustee is not 
eligible under section 310 (a), 53 Stat. 1157 (1939), as amended, 15 U.S.C. 77iii (1958) 
or has a conflict of interest within the meaning of section 310(b), 53 Stat. 1158 (1939), 
as amended, 15 U.S.C. 77jjj (1958). In view of the strict time limitation of section 
8(b), it is virtually impossible to use this procedure as an administrative tool. The 
Commission instead relies on section 8(d) as to registration statements which have, 
or have not, become effective. That section provides that, if the registration statement 
appears to the Commission at any time to include an untrue statement of a material 
fact or to omit a material fact required to be stated therein or necessary to make the 
statements included not misleading, the Commission may, after notice and opportunity 
for hearing within 15 days of such notice, issue a stop order suspending the effective- 
ness of the registration statement. When it is amended in accordance with the stop 
order, the Commission shall so declare and thereupon the stop order shall cease to be 
effective. For a discussion of the differences between section 8(b) and 8(d) and a justi- 
fication of the Commission practice, see Red Bank Oil Co., 20 S.E.C. 863 (1945). 
Hearings in either type of proceeding are required to be public and may be held before 
the Commission or an officer of the Commission designated by it. Section 21. 

Section 8(e) empowers the Commission to make an examination in any case to 
determine whether a stop order shall issue under section 8(d). The Commission is 
authorized to demand access to books and records of the issuer, underwriter or any 
other person. It may administer oaths, take testimony and, in its discretion, require 
financial statements certified by an accountant approved by the Commission. Failure to 
cooperate, obstruction or refusal to permit the making of an examination are proper 
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In consequence of these responsibilities, each registration state- 
ment is examined promptly after it is filed. Administrative proceed- 
ings are initiated relatively infrequently. They are resorted to when 
it appears that the material deficiencies in the registration statement 
stem from a deliberate attempt to mislead or to conceal, or where they 
are of such a character as not to lend themselves to correction except 
by way of formal proceedings.** Normally, where administrative pro- 
ceedings are not then contemplated, such inadequacies or inaccuracies 
as come to the attention of the staff during its examination are brought 
to the attention of the registrant and its representatives and correction 
is obtained by appropriate amendment. Although the statute does not 
expressly provide for this procedure it has been used most effectively 
under all of the statutes administered by the Commission. It has proved 
to be most useful to the public as well as to the Commission and has 
been the subject of favorable comment.* 


grounds for the issuance of a stop order. For a discussion of the relationship of sec- 
tion 8(e) and section 8(d), see Breeze Corporations, Inc., 3 S.E.C. 709, 713-15 
(1938). 

Post-effective amendments to registration statements do not become effective auto- 
matically after lapse of time. Such an amendment becomes effective on such date as 
the Commission may determine having due regard to the public interest and the pro- 
tection of investors if it appears on its face not to be incomplete or inaccurate in any 
material respect, section 8(c). Although there is no statutory provision for a hearing, 
the Commission may order and conduct a hearing if deemed necessary or appropriate. 
Cf. General Income Shares, Inc., 1 S.E.C. 110 (1935). 

Section 307 of the Trust Indenture Act of 1939 provides that the provisions of sec- 
tion 8 of the Securities Act and of section 305(b) of the Trust Indenture Act shall 
apply with respect to every application for qualification of an indenture covering se- 
curities not required to be registered under the Securities Act. No stop order shall 
issue against an effective registration statement or application for qualification, 
except on one or more of the grounds specified in section 8 of the Securities Act, 
section 309 (b). 

8¢ Universal Camera Corporation, 19 S.E.C. 648, 656-9 (1945) ; 10 SEC Ann. Rep. 
16 (1945). See also SEC, THe Work or THE SEcurRITIEs AND EXCHANGE CoMMIS- 
sion 3-4 (1959). 

Rule 477, 17 C.F.R. § 230.477 (1949) provides for withdrawal of a registration state- 
ment if the Commission finds that withdrawal is consistent with the public interest and 
the protection of investors. The fee paid is not returned, the documents are marked 
“withdrawn” but are not removed from the public files. In Jones v. SEC, 298 U.S. 1 
(1935), the Supreme Court held that the Commission could not prevent withdrawal 
if there was no public interest to be protected and the registration statement had not 
become effective. The Supreme Court has since suggested that this represents an older 
and now abandoned attitude toward the administrative process. United States v. Morton 
Salt, 338 U.S. 632 (1950). In any event, the courts of appeal in every case reaching 
them have distinguished the Jones case. Columbia General Inv. Corp. v. SEC, 265 
F.2d 539 (5th Cir. 1959) ; Resources Corporation International v. SEC, 103 F.2d 929 
(D.C. Cir. 1939) ; Oklahoma-Texas Trust v. SEC, 100 F.2d 888 (10th Cir. 1939) ; 
see also SEC v. Hoover, 25 F. Supp. 484 (N.D. Til. 1938). 

85 See Administrative Procedure in Government Agencies, S. Doc. No. 10, 77th 
Cong., Ist Sess. pt. 13 (1941); Hoover Commission Task Force Report, supra 
note 81; See Study of the SEC. H.R. Rep. No. 2508, 82nd Cong., 2d Sess. (1952) ; 
Fortune, Nov. 1938, p. 140. 
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The examination by the staff is based upon careful review of the 
entire statement, comparison with other information as to the issuer, 
the industry and other companies in the industry, a substantial ex- 
perience as to disclosure problems generally, and upon a searching 
informal inquiry where appropriate. Reliance is also placed upon 
the professional integrity and the audit reflected in the certificate of 
independent public accountants as to financial statements required 
to be included in the registration statement. The staff responsible for 
this examination includes accountants, attorneys, engineers and securi- 
ties and corporation analysts. When necessary, specialized assistance 
is also sought from governmental and other sources.** Upon correc- 
tion, where necessary, of the registration statement and the addition 
by amendment of the price data which is usually withheld until shortly 
before the desired effective date, acceleration is requested and usually 
granted.*’ The statement is then effective and the distribution may 
begin.** 


86 For a discussion of this process as originally developed, see Johnson and Jackson, 
The Securities & Exchange Commission: Its Organization and Functions Under The 
Securities Act of 1933, 4 Law & Contemp, Pros. 3, 10-14 (1937). The symposium in 
which this article appeared contains a number of other excellent discussions of aspects 
of the work of the Commission. See ¢.g., MacChesney and O’Brien, Full Disclosure 
Under The Securities Act, 4 Law & Contemp. Pros. 133 (1937). See, generally, 
McCormick, supra note 13, as to the registration process and as to the type and nature 
of deficiences brought to light in the normal “processing” of registration statements 
and as a result of administrative proceedings under section 8. 


87 Supra note 81; address by Heller, Disclosure Requirements under Federal Se- 
curities Regulation, before the Houston Chapter of Controllers Institute of America, 
Houston, Oct. 26, 1954; address by Woodside, Practical Aspects of Preparing an 
Issue for Market, before the Federal Bar Association and the Bureau of National 
Affairs, Chicago, February 19, 1959. 


88“A registration statement shall be deemed effective only as to . . . securities 
specified therein as proposed to be offered.” Section 6(a). This is to prevent so-called 
“registration for the shelf” and is an aspect of the statutory demand that investors be 
placed in possession of timely information subject to the provisions of section 11 
which are applicable only as of the effective date of the registration statement. In 
practice, the Commission has made adjustments to permit practical accommodation to 
special types of continuing offerings by accepting undertakings to file fresh information 
periodically as part of the registration statement so as to subject it to the liability 
provisions of section 11 and to treat each such filing as if it were a new filing so as 
to obviate any problem under the peculiar wording of the statute of limitations con- 
tained in section 13. In 1954, this pattern was incorporated into the act, so far as 
certain investment companies are concerned, by amendment of the Investment Company 
Act. The amendment permits an increase of the number of shares registered by post- 
effective amendment to the Securities Act of 1933 registration statement of certain 
face-amount certificate, open-end, and unit trust investment companies. Section 24(e) 
of the Investment Company Act of 1940. This privilege is not available to any other 
issuer. Rule 413, 17 C.F.R. § 230.413 (Supp. 1959). It is provided in rule 416, 17 
C.F.R. § 230.416 (Supp. 1959), however, that, if the registered securities contain anti- 
dilution provisions, the registration statement is deemed to cover shares offered or 
issued in connection with any such provision. 

The registration statement must include an undertaking to file such of the reports 
as the Commission may prescribe by rules and regulations as are required to be filed 
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While registration does not insure investors as to the accuracy of 
the information contained in the registration statement, and it is not 
contemplated that the Government shall make the investigations and 
audit necessary to reach any such conclusion,® the whole process of 
examination and amendment introduces a substantial element of re- 
liability, particularly as the issuer, the directors, the underwriters, the 
certifying accountants and other experts whose opinions are included 
in the registration statement are subject to liabilities and penalties 
for false statements or half truths or for the omission of required 
information.*® Persons in control of any of these are subject to 
similar liability." The statutory scheme places the issuer virtually 
in the position of an insurer of the accuracy and adequacy of the 
registration statement and subjects the others to the very strict burden 
of proof that they have acted carefully and diligently—the standard 
“required of a prudent man in the management of his own prop- 


by an issuer of securities registered and listed for trading on a national securities 
exchange. The undertaking becomes operative when the offering price of the regis- 
tered securities plus the value of the outstanding securities of the same class computed 
on the basis of the offering price amounts to $2,000,000 or more. The duty to file 
reports is suspended when (1) the registered securities are registered and listed on a 
national securities exchange; (2) other securities of the issuer are registered and listed 
so the issuer is obligated to file the reports or (3) the aggregate value of all out- 
standing securities of the class to which the registered issue belongs is reduced to less 
than $1,000,000 computed on the basis of the last issue of said securities offered to 
the public. “Class” is defined to include all similar securities, the holders of which 
enjoy substantially similar rights and privileges. This requirement does not apply to 
securities of foreign governments or political subdivisions or to securities the Com- 
mission may exempt as not comprehended within the purpose of the subsection. Sec- 
tion 15(d) of the Securities Exchange Act of 1934 and rules 15d-1 through 15d-20, 
17 C.F.R. §§ 240.15d-1—240.15d-20 (1949), as amended, 17 C.F.R. $$ 240.15d-4—240- 
-15d-20 (Supp. 1959). Failure to file reports in accordance with the undertaking subjects 
the issuer, in lieu of criminal sanction, to a daily forfeiture of $100 recoverable in the 
name of the Attorney General, section 32(b) of the Securities Exchange Act. 

89 Section 23; H.R. Rep. No. 85, supra note 27 at 3-4. 

90 Section 11(a) provides for liability to any person acquiring the registered security 
by any person who signed the registration statement, every director of or partner in 
the issuer, every person named with his consent as being or about to become a director 
or partner, every expert named with his consent as having prepared or certified any 
part of the registration statement or any report used in connection with the registra- 
tion statement, and every underwriter if the part of the registration statement, as to 
which liability is asserted, contained, when it became effective, an untrue statement of 
material fact or omitted a material fact required to be stated therein or necessary to 
make the statements therein not misleading except when it is proved that the plaintiff 
knew of the untruth or omission. 

91 Section 15. The controlling person is jointly and severally liable with and to 
the same extent as the controlled person. The defense available under section 15 is 
that “the controlling person had no knowledge of or reasonable ground to believe in 
the existence of the facts by reason of which the liability of the controlled person is 
alleged to exist.” Section 11(b) provides a defense if the defendant “had, after reason- 
able investigation, reasonable ground to believe and did believe, at the time such part 
of the registration statement became effective, that the statements therein were true and 
that there was no omission to state a material fact required to be stated therein or 
necessary to make the statements therein not misleading.” 





156 THE GEORGE WASHINGTON LAW REVIEW 


erty.” * It is the Congressional intention that the persons “responsi- 
ble for statements upon the face of which the public is solicited to 
invest its money shall be held to standards like those imposed on a 
fiduciary. Honesty, care, competence are the demands of trustee- 
ship.” ** In a suit for damages based on material misstatement in or 
omission from the registration statement and prospectus the plaintiff 
need not establish reliance or causation if he acquired the security 
prior to publication by the issuer of an earning statement covering a 
period of twelve months beginning after the effective date of the 
registration statement. 
ies 


Ill. THe Securities ExcHance Act oF 1934 


Based upon facts and views elicited in the comprehensive investiga- 
tions which led to the Securities Act and in other investigations, the 
Congress enacted the Securities Exchange Act of 1934 and extended 
the “disclosure” doctrine of investor protection to securities listed on 
national (registered) securities exchanges.” It also introduced a num- 


92 Section 11(b). 
93H. R. Rep. No. 85, supra note 27, at 5. 


94 Section 11(a). H.R. Rep. No. 1383, S. Rep. No. 792, H.R. Rep. No. 1838, 73d 
Cong., 2d Sess. (1934) ; Brooklyn Manhattan Transit Corp., supra note 65 at 174-175. 


95 Securities Exchange Act of 1934, §§ 12, 13, 14, 16; Vircinta Law WEEKLY, 
Corporate Democracy (1953); ARANow & EINHORN, Proxy CoNTESTS FOR CoRPO- 
RATE ControL (1957) ; Rubin & Feldman, Statutory Inhibitions Upon Unfair Use of 
Corporate Information by Insiders, 95 U. Pa. L. Rev. 468 (1947) ; Cook & Feldman, 
Insider Trading Under the Securities Exchange Act, 66 Harv. L. Rev. 385, 612 (1953). 
Elsewhere in this symposium Aranow & Einhorn suggest certain amendments to the 
act and to the proxy rules. 

Section 12 prohibits the use of the facilities of an exchange unless the securi- 
ties are registered. Registration of securities for listing and trading on national 
securities exchanges is effected by the filing with the Commission and the exchange 
of an application for registration containing substantially the same information re- 
quired to be included in a registration statement under the Securities Act. Rules 12b-1 
through 12b-36 and rules 12d1-1 through 12d1-6, 17 C.F.R. §§ 240.12b-1—240.12b-36, 
240.12d1-1—240.12d1-6 (1949), as amended, 17 C.F.R. §§ 240.12b-2—240.12b-35, 240- 
.12d1-1—240.12d2-2 (Supp. 1959). 

Section 13 requires issuers of registered securities to file with the Commission and 
the exchange annual and other reports designed to keep current the information con- 
tained in the application for registration. Rules 13a-1 through 13a-13, 17 C.F.R. §§ 
240.13a-1—240.13a-13 (1949), as amended, 17 C.F.R. §§ 240.13a-4—240.13a-13 (Supp. 
1959). A similar requirement is imposed upon certain issuers of securities registered 
under the Securities Act of 1934, section 15(d), 17 C.F.R. 240.15d (1949) and rules 
15d-1 through 15d-20, 17 C.F.R. §§ 240.15d-1—240.15d-20 (1949), as amended, 17 C.F. 
R. $$ 240.15d-4—240.15d-20 (Supp. 1959), upon companies subject to the Public Utility 
Holding Company Act, (section 14 of that act and Form U5-S, 17 C.F.R. § 259.5s 
(1949)), and upon registered investment companies. (Section 30 of the Investment 
Company Act and rules 30A-1, through 30A-3 and 30B1-1 and 30B1-2 thereunder, 17 
C.F.R. §§ 270.30a-1—270.30a-3, 270.30b1-1, 270.30b1-2 (1949), as amended, 17 C.F.R. 
$$ 270.30a-3, 270.30b1-2 (Supp. 1959)). The Commission has authority to require 
similar reports from an obligor of securities issued under a qualified indenture. Section 
314(a) of the Trust Indenture Act of 1939. 
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ber of controls over these exchanges and over the brokers and dealers 
who effect transactions on or off the exchanges upon behalf of issuers 
and investors. Provisions of this statute receive full treatment else- 
where in this symposium.” It will suffice for our purposes to refer 
briefly to those provisions which relate to public offerings. 

Since most distributions of securities are effected otherwise than by 
the facilities of the securities exchanges, any one who engages in 
such transactions must be registered with the Commission as a broker 
dealer.** It is beyond the purpose of this article to discuss the pro- 
visions and procedures which relate to registration or its denial or 
revocation.*® The act contains general anti-fraud provisions appli- 
cable to the sale or purchase of any security by any person and 
special provisions which apply only in relation to transactions by 
brokers and dealers.*®° 


Pursuant to section 15A—popularly referred to as the Maloney Act 
—the National Association of Securities Dealers, an over-the-counter 
securities dealers association, has registered with the Commission.’ 
Membership in this organization is essential to those who wish to par- 
ticipate in a distribution of securities. The rules of the Association 
provide that no member may offer a security in distribution to any 
person other than another member except at the stated public offering 
price"? The Association has developed and established Rules of Fair 


Section 14(a) makes it unlawful to solicit proxies by jurisdictional means in 
contravention of rules adopted by the Commission. The Commission has adopted a 
comprehensive regulation designed to make possible an informed exercise by the 
security holder of his right to vote, Regulation X-14, 17 C.F.R. § 240.14 (Supp. 1959). 
Registered closed-end investment companies (section 20(a) of the Investment Com- 
pany Act and rule 20A-1, 17 C.F.R. § 270.20a-1 (1949)) and registered holding 
companies and their subsidiaries (section 12(e) of the Public Utility Holding 
Company Act and rule U-61, 17 C.F.R. § 250.60 (1949)) are also subject to these 
rules. The latter companies are also subject to additional controls. See rulés U-60 
through U-65, 17 C.F.R. §§ 250.60—250.65 (1949). 

Section 16(a) provides for the filing with the Commission by officers and directors 
of companies having securities listed on national securities exchanges, and certain 
holders of more than 10 per cent of any equity security so listed, of initial reports of 
their ownership of all equity securities of the issuer and thereafter monthly reports of 
any purchases or sales of such securities. Section 16(b) provides a rule for recovery 
of profits realized by any of these persons from short-term trading (purchase and 
sale, or sale and purchase, within six months) in any equity security of the issuer. 
Section 16(c) prohibits short selling of such securities by these persons. 

96 Section 15, 15A, 19. 

97 See the article herein by Mr. Loomis. 

98 Section 15(a). 

99 Section 15(b). 

100 Section 11(c). 

101 Section 15A. 

102 Art. III § 25. Rules of Fair Practice, National Association of Securities Dealers, 
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Practice and codes of proper behavior as a measure of self-discipline. 
While certain activities of the NASD are subject to review by the 
Commission, the organization is industry organized and administered. 
The NASD and the organized securities exchanges, which are also 
subject to certain residual controls within the authority of the Com- 
mission, comprise important aspects of the self-disciplines which are 
so important in the overall scheme of investor and public protection.’ 


Apart from these matters, note may be taken of the capital re- 
quirements under the statute as implemented by Commission rule. 
The statutory authority is found in section 8(b) of the 1934 act, 
which relates to exchange members or persons who do business 
through them, and in section 15(c) (3) of that act, which relates to 
persons doing business in the over-the-counter market. It is under 
this section that the Commission has adopted its so-called net capital 
rule.“ It is a complicated rule. Suffice it to say here that under 
it (and under section 8(b)) no broker or dealer may permit his 
aggregate indebtedness, including underwriting commitments, to 
exceed 2000 per cent of his net capital. This is the so-called 20 to 1 
rule.’ It is frequently of great importance in connection with the 
distribution of securities registered under the Securities Act. It will be 
recalled that the Commission may decline to accelerate the effective- 
ness of a registration statement if one of the underwriters has insuf- 
ficient net capital to support his commitment.’ 


Reference should also be made to the rules of the Commission with 
respect to stabilization. This term describes the process by which 
underwriters attempt to prevent or retard a price decline during a dis- 
tribution of securities at a fixed price. Section 9 of the 1934 act 
specifies a number of activities designed ultimately to induce the 
purchase or sale of a security which are deemed to be manipulative 
and violative of the statute. Included among these are transactions 
for the purpose of pegging, fixing, or stabilizing the price of a 





Inc., NATIONAL AssOcIATION oF SECURITIES DEALERS MaNnuaL D-13 (April 1, 1959). 
See generally National Association of Securities Dealers, 19 S.E.C. 424 (1945). 

103 The NASD Report, supra note 29; Gadsby, Securities Markets 1929-1959 and 
the SEC, Address before the National Press Club, Washington, D.C. July 16, 1959. 

104 Rule 15c3-1, 17 C.F.R. § 240.15c3-1 (1949), as amended, 17 C.F.R. § 240.15c3-1 
(Supp. 1959). 

105 There are a number of exemptions. One provision exempts members of eight 
specified securities exchanges because the rules of the exchanges are somewhat stricter 
than the Commission’s rules. See, ¢.g., rule 325 of the New York Stock Exchange, 
CCH NYSE Gum 4 2325 (Nov. 1958). 

106 See note to rule 460, 17 C.F.R. § 230.460 (Supp. 1959) under the Securities Act. 
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security if made in contravention of Commission rules and regulations 
necessary or appropriate in the public interest or for the protection 
of investors. This has been the basis for the Commission view that 
the statute recognizes that some element of market control may be 
exerted properly during a period when large blocks of a security are 
being marketed. In 1940, the Commission issued a public release in 
which the anti-manipulative provisions of the statute, the exigencies 
and necessities of large distributions, and the basis for the Commission 
approach to this problem were fully discussed." For many years, 
thereafter, stabilization problems were dealt with by the Commission 
on an informal ad hoc basis permitting reasonable adjustment and 
application as necessary and appropriate.’ Disclosure was and con- 
tinues to be required in the prospectus that the underwriters may 
engage in stabilization operations.” In 1955, the Commission, after 
considerable study, and assistance from those expert in these opera- 
tions, adopted rules dealing specifically with stabilization proce- 
dures.**° These are probably the most complicated rules in the Com- 
mission’s rules books. They were adopted under section 10, the gen- 
eral anti-fraud and anti-manipulative provisions of the 1934 act effec- 
tive as to transactions on the exchanges and in the over-the-counter 
markets." 

Finally, mention should be made of the provisions of section 11 (d) 
(1) of the 1934 act which prohibit a person who is both a dealer 
and a broker from extending credit to a customer on any security 
which is part of a new issue where the dealer is a member of a selling 
syndicate or group for such new issue and for thirty days thereafter. 
This section not only prohibits extension of credit in connection with 
the original sale of the security but also prohibits the security from 





107 SEC Securities Exchange Act Release No. 2446, March 18, 1940. 
108 Parlin & Everett, The Stabilization of Security Prices 49 Corum. L. Rev. 607 
(1949). 


109 Rule 426, 17 C.F.R. § 230.426 (Supp. 1959) under the Securities Act. 

110 Rules 10b-6, 10b-7, and 10b-8, 17 C.F.R. §§ 240.10b-6, 240.10b-7, 240.10b- 
8 (Supp. 1959). Rule 10b-6 enumerates the kind of transactions that persons dis- 
tributing a security may make. Rule 10b-7 prohibits an issuer, vendor, underwriter, or 
other participant in the distribution to bid for or purchase the security being distributed 
or any other security of the same class and series, or to induce anyone else to bid or 
purchase, prior to and during a distribution. Eleven exemptions follow designed to 
permit the distributors to purchase and distribute the offering, to stabilize and to 
service their customers. Rule 10b-8 aims at preventing fraud and manipulation in 
connection with rights offerings. SEC Securities Exchange Act Releases Nos. 5194, 
July 5, 1955; 5208, Aug. 15, 1955. 

111 Section 10. 
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being used as collateral in connection with other transactions that 
the broker-dealer may effect for the customer.*!* 


IV. Tue Puszic Utitiry Hotpinc Company Act oF 1935 


Following a nine year study conducted by the Federal Trade 
Commission"? and extensive hearings and debates in the Congress,"* 
the Public Utility Holding Company Act of 1935 was enacted to 
curb abuses in public utility holding company finance and operations 
which had resulted in serious detriment to the nation’s electric and 
gas utilities, investors and consumers. An underlying objective of 
the statute is to free operating utility companies from the control 
of absentee and uneconomic holding companies, thus permitting 
more effective local regulation in the states in which they operate.™ 


Under the statute the Commission is given control over security 
issues of registered holding companies and their subsidiaries.‘* The 
Commission may not permit the issuance of a security if the terms 
and conditions thereof are detrimental to the public interest or the 
interest of investors and consumers; if the proposed financing is not 
necessary or appropriate to the efficient operation of the issuer’s busi- 
ness; if the proposed security is not reasonably adapted to the earning 
power or security structure of the issuer; if the fees, commissions, 
etc., paid in connection with the issue are not reasonable. The Com- 
mission may condition its order permitting the issue to insure com- 
pliance with these standards. —The Commission is required to exempt 
certain issues expressly authorized by a state commission of the state 
where the issuer is both organized and doing business, and the securi- 
ties are to be issued solely for the financing of the issuer. Here too 
the Commission may impose conditions in the public interest. 

A major objective of the Commission’s regulation of security issues 
has been to achieve a balanced capital structure with a substantial 
amount of common stock equity.”* The authority of the Commission 
over security issues is also a reflection of a legislative intention to 


111a Rule 11d1-1, 17 C.F.R. § 240.11d1-1 (1949). 
112 FTC, Utility Corporations, S. Doc. No. 92, 70th Cong., Ist Sess. (1927). 


113 Hearings Before Senate Committee on Interstate Commerce on S. 1725, 74th 
Cong., Ist Sess. (1935) ; Hearings before House Committee on Interstate & Foreign 
Commerce on H.R. 5423, 74th Cong., 1st Sess. (1935). 


114 Public Utility Holding Company Act of 1935, section 1; Blair-Smith & Hel- 
fenstein, supra note 30; Meer, supra note 30. 


115 Section 6 and 7. 
116 10 SEC ANNUAL Report 99-100 (1945). 
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prevent recurrence of the abuses perpetrated in the issuance of senior 
securities. The Commission over the years has developed require- 
ments and standards as to the issuance of mortgage bonds and pre- 
ferred stock by companies subject to the jurisdiction of the Com- 
mission under this statute. In 1956, the Commission adopted and 
published statements of policy regarding the issuance of such securi- 
ties.227 

In 1941 the Commission adopted a rule requiring competitive bid- 
ding in the sale of securities by registered public utility holding com- 
panies and their subsidiaries.“ The rule prescribes public invitation 
of sealed bids.*?® Exemptions are specified in the Commission’s rule. In 
addition there is a general provision for exemption from competitive 
bidding.’” Since the initial offering for bidding is a public offering, 
a registration statement must be on file under the Securities Act. Since 
the bidders may include persons who do not propose to redistribute 
the securities as underwriters, the registration statement must become 
effective prior to the making of any sale or contract of sale by ac- 
ceptance of the best bid. The Commission has developed a procedure 
which permits effectiveness of the registration statement for this 
purpose without the price and related data, which of course is not 
available at this point, and provides for the prompt effectiveness of 
a post-effective amendment to the registration statement to reflect 
the results of the bidding, the terms of the reoffering and related 
matters so as to permit immediate reoffering to the public by success- 
ful underwriter-bidders.’** 


V. Tue Trust INpENTURE Act oF 1939 


Pursuant to detailed reports, filed with the Congress at its direction, 
based on extensive investigations and studies of the strategy and tech- 
niques of protective and reorganization committees conducted by the 


117 SEC Holding Company Act Release Nos. 13105 and 13106, February 16, 1956. 

118 Rule U-50, 17 C.F.R. § 250.50 (Supp. 1959). 

119 The Interstate Commerce Commission first required railroads to sell equipment 
trust obligations by competitive bidding in 1926. It was not until 1944 that the rule 
was made applicable to other securities of railroad carriers. 

120 Rule U-50(a), 17 C.F.R. § 250.50 (1949). 

121 Rule 415 under the Securities Act, 17 C.F.R. § 230.415 (Supp. 1959). The 
post-effective amendment which includes the necessary information becomes ef- 


fective at the time the amendment is filed with the Commission at the principal office 
or any regional or branch office. 
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Commission,’”” the Congress amended the National Bankruptcy Act 


in 1938 to add a new Chapter X*** which is concerned with proceed- 
ings for the voluntary or involuntary reorganization of insolvent 
companies having a public interest in their securities, and adopted 
the Trust Indenture Act of 1939.1*4 

The provisions of the Trust Indenture Act of 1939, in reality 
Title II] of the enactment which includes the Securities Act of 1933, 
are closely integrated with that statute.’*° Its objective is to eliminate 
certain abuses found to exist in the distribution to the public of debt 
securities issued under indentures by specifying that one or more 
trustees shall be appointed to represent and safeguard the interests of 
investors. 

The Commission’s studies had revealed the frequency with which 
indentures failed to provide minimum protection for security-holders 
and absolved so-called trustees from minimum obligations in the dis- 
charge of their trusts.’** To mitigate these abuses, which were found 
to affect adversely the national public interest and the interest of 
investors,’ the act requires that at least one of the indenture trustees 
be a corporation with minimum combined capital and surplus;’?* 
that the trustee be independent and free of conflicting interests which 
might interfere with the faithful exercise of its duties in behalf of the 
holders of the indenture securities;'*® that the indenture contain 


122 SEC, REPorRT ON THE STUDY AND INVESTIGATION OF THE WorK, ACTIVITIES, 
PERSONNEL AND FUNCTIONS OF PROTECTIVE AND REORGANIZATION COMMITTEES, Pts. 
I-VIII (1936-40) (Pursuant to section 211 of the Securities Exchange Act of 1934). 

123 52 Stat. 840 (1938). 

124 Hearings before Subcommittee of Senate Committee on Banking and Currency 
on S.477, 76th Cong., Ist Sess. (1939); Hearings before Subcommittee of House 
Committee on Interstate and Foreign Commerce on H.R. 5220, 76th Cong., Ist Sess. 
(1939) ; S. Rep. No, 248, 76th Cong., Ist Sess, (1939) ; H. Rep. No. 1016, 76th Cong., 
Ist Sess. (1939). 

Under Chapter X, the Commission has the duty in certain cases, and in others a 
discretionary power, to serve as adviser to the United States District Court in re- 
organization proceedings. It participates as a party to these proceedings (without in- 
dependent right to appeal from the court’s rulings), either at the request or with the 
approval of the courts. It assists in the development and presentation of facts neces- 
sary for the information and guidance of the courts, particularly with respect to 
proposed plans of reorganization. 10 SEC Ann. Rep. 141-52 (1945). See the article 
herein by Mr. Ferber, Mr. Blasberg, and Mr. Katz. See also Blair-Smith & Helfenstein, 
supra note 30, and Meer, supra note 30. 

125 Section 308. See also § 304 and § 305. 

126 H. Rep. No. 1016, supra note 124 at 38; S. Rep. No. 248, supra note 124 at 2, 4-8; 
Trust Indenture Act of 1939, § 302. 

127 Section 302. 

128 Section 310(a). The institutional trustee must have a minimum combined capital 
and surplus of $150,000. 

128 Section 310(b). The section provides 9 rules of thumb describing relationships 
which are deemed to create conflicts of interest. A method is also provided whereby 
the trustee may eliminate the conflict or resign. 
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provisions precluding preferential collection of certain claims owin 
to the trustee by the issuer in the event of default’ and providing for 
evidence by the issuer to the trustee of compliance with the terms and 
conditions of the indenture, such as those relating to the release or 
substitution of mortgaged property, the issuance of new securities, or 
the satisfaction of the indenture,?** 

Perhaps the most important provisions of the act are those which 
require that the indenture contain provisions imposing upon the 
trustee the duty to exercise, in the event of default as defined in the 
indenture, such of the rights and powers vested in it by the indenture, 
and to use the same degree of care and skill in their exercise, as a 
prudent man would exercise or use under the circumstances in the 
conduct of his own affairs.’** The statute also precludes inclusion in 
the indenture of provisions relieving the trustee from liability for its 
own negligent action, its own negligent failure to act or its own 
wilful misconduct, except as specifically permitted by the statute.*** 
Other provisions of the act prohibit indenture provisions which ma 
result in impairment of the securityholders’ right to sue individually 
for principal and interest except under certain limited circum- 
stances.** The indenture must require the maintenance of a list of 
securityholders, which may be used by them to communicate with 
each other regarding their rights as securityholders,’** and specify the 
reports which must be forwarded to securityholders by the trustee as 
to its continued eligibility and qualification, as to defaults and other 
matters.7** 

The act applies generally to debt securities offered for public sale 
which are issued pursuant to a trust indenture under which more than 
$1 million of securities may be outstanding at one time.**” All of the 
exemptions in section 3(a) of the Securities Act, except those pro- 
vided by sections 3(a)(9) and 3(a) (10), carry over into the Trust 
Indenture Act. In addition, exemptions are available for (1) any 
security issued under an indenture as to which a contract of insurance 
under the National Housing Act is in effect; (2) a security of a 


130 Section 311. 

131 Section 314. 

132 Section 315(c). 

133 Section 315(d). 

134 Section 316. 

135 Section 312. 

136 Section 313, 315(b). 
137 Section 304(a). 
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foreign government, subdivision or instrumentality; (3) a guarantee 
of any exempted security; (4) a security not issued under an in- 
denture and (5) a security issued under an indenture limiting the 
amount outstanding thereunder at any one time to $1,000,000." 
But, more than $1 million may not be issued under such indentures 
by one issuer within any period of thirty-six months.’*® And not more 
than $250,000 of debt securities may be issued otherwise than under 
an indenture within a period of twelve consecutive months.’ 

Where registration is effected under the Securities Act, the Trust 
Indenture Act provides additional bases for proceedings under sec- 
tion 8 of the Securities Act to prevent effectiveness of the registra- 
tion statement, that is, if the indenture does not conform to the re- 
quired provisions of the Trust Indenture Act or the security to be 
offered has not been or is not to be issued under an indenture, al- 
though so required, or the person designed to act as trustee is either 
not eligible or has a conflicting interest as defined in the statute.’ 
The statute also provides that, as to securities not registered under 
the 1933 act, the refusal and suspension authority of the Commission 
under the 1933 act shall, however, apply as if the application for 
qualification of the indenture were a registration statement filed under 
that act.**? But the Commission may not so act with respect to an 
indenture already qualified.** As to both registered and non-regis- 
tered debt securities subject to the Trust Indenture Act, the Com- 
mission may by rule require that investors be furnished with an 
analysis of specified provisions of the indenture." 

In addition, the transaction exemptions contained in section 4 of 
the Securities Act are carried over. A difference between the two 
statutes is that securities sold by a person in control of the issuer are 
not subject to the Trust Indenture Act whether or not subject to 
registration under the Securities Act.’** The Commission is vested 
with authority to exempt from any provision of the act securities 
issued prior to passage of the act if the Commission finds that com- 
pliance with such provisions would require the consent of the holders 

138 Section 304(a). 

139 Section 304(a) (9). 

140 Section 304(a) (8). 

141 Section 305 (b). As to securities not registered under the Securities Act, see 
section 307 (c). 

142 Section 307(c). 

143 Section 309(b). 


144 Section 306(b). But see section 305(d) as to freedom from liability. 
145 Section 304(b). 
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of the outstanding securities or would impose an undue burden on 
the issuer, having due regard to public and investor interests.'** The 
Commission may exempt the securities of a foreign issuer from any 
provision of the act if the Commission finds that compliance with 
such provision is not necessary in the public interest or for the 
protection of investors.’*? Finally, the Small Business Investment Act 
of 1958 vested new authority in the Commission to add to the securi- 
ties already exempt any class of securities issued by a small business 
investment company if it finds, having due regard to the purposes of 
the Small Business Investment Act, that the enforcement of the Trust 
Indenture Act is not necessary in the public interest or for the pro- 
tection of investors.*** 

The qualification of an indenture is, in the case of securities regis- 
tered under the Securities Act, integrated with the procedure under 
that act. A statement of eligibility and qualification of the trustee must 
be filed with the registration statement.“ Where registration under 
the Securities Act is not required, an application for qualification 
must be filed’®° and the prescribed fee of $100.00 paid.’ The pro- 
cedures for examination and amendment are the same as under the 
Securities Act and the application is processed, and the indenture 
qualified, within the same time and mechanics as are specified in 
section 8 of the Securities Act.?*? 

The Commission is not empowered to investigate or to conduct 
any other proceeding for the purpose of determining whether the 
provisions of an indenture, which has been qualified under the act, 
are being complied with. Nor does the Commission have any au- 
thority to enforce or to compel enforcement of such provisions.’™ 


VI. Tue INvEstMENtT Company Act oF 1940 


In 1940, the last of the statutes administered by the Commission 
were enacted by the Congress—The Investment Company Act of 


146 Section 304(c). 

147 Section 304(d). 

148 Section 304(e). 

149 Rules 5A-1, 5A-2, 5A-3, 17 C.F.R. § 260.5a-1 (1949), 17 C.F.R. § 260.5a-2 
(1949), 17 C.F.R. § 260.5a-3 (Supp. 1959). 

150 Rule 7a-1, 17 C.F.R. § 260.7a-1. See generally the rules under section 307; (Rules 
7a-1-37, 17 C.F.R. § 260.7a-1 through 17 C.F.R. § 260.7a-37 (1949), as amended, 17 
C.F.R. § 160.7a-1 through 17 C.F.R. § 260.7a-37 (Supp. 1959)). 

151 Section 307(b). This fee is not payable when the securities are registered under 
the Securities Act. 

152 Section 307 (c). 

153 Section 309(e). 
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1940 and the Investment Advisers Act of 1940. Although separately 
designated these two statutes were adopted as subtitles of the same 
public law and resulted from extensive studies of the functions and 
activities of investment companies and investment advisers in the 
United States and abroad conducted by the Commission pursuant to 
direction of the Congress.* The results of these studies were re- 
flected in reports filed with the Congress between 1938 and 1940.*** 


The provisions of the Investment Company Act supplement and are 
integrated with the provisions of the Securities Act. A company 
which is an investment company within the meaning of that term as 
defined in the statute may not offer its securities or otherwise engage 
in activities involving the use of jurisdictional means unless registered, 
or exempt from registration under the act.’** We have already noted 
that the intra-state exemption and the exemption for insurance policies 
provided by the Securities Act are withdrawn from registered invest- 
ment companies.’ So also, in recognition of the continuous offering 
conducted by certain investment companies, the exemption for dealers 
under the third clause of section 4(1) of the 1933 act (following the 
40 day period after the offering subsequent to the effective date) is 
deemed inappropriate and withdrawn.”* We have already noted the 
additional powers vested in the Commission relating to prospectuses” 
of certain investment companies. A registered investment company 
may file a registration statement under the Securities Act consisting 
of its registration statement under the Investment Company Act and 
copies of its reports pursuant to section 30 of that act or such parts 
of either as the Commission’s rules may permit.’ 


Issuers which have registered securities under the Securities Act 
are not required to file with the Commission supplemental sales 
literature, that is literature which is used with or after the full pros- 
pectus. However, registered open-end companies (mutual funds), 


154 Pyblic Utility Holding Company Act of 1935, section 30. 


155 The Investment Advisers Act and the Investment Company Act are discussed 
in this symposium by Mr. Loomis and by Mr. Greene. 


156 Section 7. Section 8 provides for registration only for companies organized under 
the laws of the United States or of a state. Section 7(d) prohibits an offering by a 
company organized outside the United States except upon satisfaction of the standards 
Van to whereupon registration may be effected. See also 17 C.F.R. § 270.7d-1 

upp. ‘ 


157 Section 24(d). 

158 [bid. 

159 Section 24 (c) ; see supra note 48. 
160 Section 24(a). 
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unit investment trusts and face amount certificate companies are re- 
quired to file with the Commission any “advertisement, pamphlet, 
circular, form letter, or other sales literature addressed to or intended 
for distribution to investors.” *** No registered investment company 
issuing a redeemable security may sell it to any person except either 
to or through a principal underwriter for distribution or at a current 
public offering price described in the prospectus. And, if the securi- 
ty is being offered by an underwriter, no principal underwriter and 
no dealer may sell the security to any one other than a dealer, under- 
writer or the issuer except at the current public offering price 
specified in the prospectus, except for certain exchange offers at net 
asset value, rights offerings, or as the Commission may permit by 
rules.’ In this connection, the Commission may adopt rules pre- 
venting or limiting the right of an issuer to act as its own under- 
writer.?® 

A securities association registered under section 15A of the Securi- 
ties Exchange Act (the Maloney Act of 1938)** may prescribe rules 
as to (1) the methods for computing minimum prices at which a 
member may buy a redeemable security from an issuer and the 
maximum price at which he may sell to the issuer any such security 
or which he may receive upon its redemption, so that each 
price will bear reasonable relation to the current net asset 
value, and (2) a minimum period which must elapse after the 
sale or issue before resale to the issuer or redemption. Such rules are 
to be designed to eliminate or reduce dilution or any other unfair 
result to the holders of other outstanding securities." The associa- 

161 Section 24(b). In 1950, after 3 years of study by the Commission and the National 
Association of Securities Dealers, the Commission adopted a Statement of Policy in 
which it indicated precise areas and subject matters which in the view of the Commis- 
sion might be violative of the anti-fraud provisions of section 17 of the Securities 
Act. See SEC Investment Company Act Release No. 1503, Aug. 14, 1950 adopting 
Statement of Policy in regard to advertising and supplemental sales literature used in 
sale of investment company shares. See also SEC Investment Company Act of 1940 
Release No. 2086, Jan. 28, 1955 and SEC Investment Company Act Release No. 2621, 
Oct. 31, 1957 (Amendment to Statement of Policy). The Statement of Policy as 


amended November 5, 1957, is set forth in NATIONAL ASSOCIATION OF SECURITIES 
Deaters MANvAL, J (April 1, 1959). 

162 Section 22(d). Certain variations are i) SEC if specified in the prospectus; 
rule 22d-1, 17 C.F.R. § 270.22D-1 (Supp. 1959). SEC Investment Company Act Re- 
lease Nos. 2718, May 28, 1958 ; 2798, Dec. 2 

163 Section 12(b). As of this writing - prt had been promulgated under this 
section. 

164 As already noted, the NASD is the only association so registered. 

165 Section 22(a). Such rules have been adopted and reviewed by the Commission. 


0 ar Securities Dealers, Inc., 9 S.E.C. 38 (1941); NASD Manuva D-14-18 
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tion may also adopt rules to prevent unconscionable or grossly ex- 
cessive sales loads. The NASD has adopted such rules.** The Com- 
mission has residual authority to adopt rules covering these matters.** 
Such rules would govern members and non-members of any such 
registered association and would supersede rules of the association to 
the extent that the association rules are inconsistent with those adopted 
by the Commission. The Commission has not exercised this authority. 

No registered closed-end company (not issuing a redeemable securi- 
ty) may sell any common stock at a price below current net asset value 
(exclusive of any distribution commission or discount) except (1) a 
rights offering, (2) with the consent of a majority of its common 
stockholders, (3) upon conversion of a convertible security in ac- 
cordance with its terms, (4) upon exercise of a warrant outstanding 
on the enactment of the act or issued in accordance with section 
18(d) of the 1940 act (short term rights not exceeding 120 days and 
issued ratably to all securityholders), or (5) as the Commission may 
permit by rules, regulations, or orders.’ The Investment Company 
Act, with certain exceptions, prohibits the issuance of senior securi- 
ties representing indebtedness by closed-end investment companies 
(companies not issuing redeemable securities) unless there is a mini- 
mum asset coverage of 300 per cent for all such indebtedness, and pro- 
vision is made to prohibit dividends or distributions on the capital 
stock unless these asset coverages exist. The issuance of senior securi- 
ties representing preferred stocks is prohibited unless there is a mini- 
mum asset coverage of 200 per cent for the combined indebtedness 
and preferred stock, and certain other restrictive investor safeguards 
are included, such as the power to control the board of directors in the 
event of specified defaults in preferred stock dividends and dividend 
restrictions.’*** Nor may such a company have more than one class of 
senior debt securities and one class of senior equity securities.’*” 
Long term warrants (more than 120 days) are prohibited,’** An 
open-end company may not issue a senior security except for bank 
borrowing for which there must be maintained at all times an asset 
coverage of 300 per cent. ***¢ Every share of stock issued by either 





166 Section 22(b). NASD Manual D-14-18 (1959). 
166a Section 22(c). 

167 Section 23(b). 

167a Section 18(a). 

167 Section 18(c). 

167¢ Section 18(d). 

167d Section 18(f) (1). 
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type of company must be a voting stock having equal voting rights 
with every other outstanding voting stock.*** Other provisions of the 
act affect the offering and sale of securities of specialized companies 
registered under the Investment Company Act.’® 


Reference must be made to the provisions governing the first of- 
fering of securities by a newly organized investment company. Unless 
it has a net worth of at least $100,000, it may not make a public of- 
fering of securities except under arrangements whereby the funds 
of public investors will not be accepted until the issuer has received 
from not more than 25 persons sufficient proceeds which together 
with its other assets will result in a net worth of at least $100,000. 
If within 90 days this is not achieved all funds received must be 
returned. The Commission may at that time suspend the registra- 
tion statement under the Securities Act and the registration of the 
issuer under the Investment Company Act.'® 


VIL. Liasirirres, RULE Maktnc AND INVESTIGATIVE AUTHORITY 


Under each of the statutes administered by the Commission, the 
Commission is vested with authority to investigate complaints and 
other indications of possible violation of law.’ To this end, the 
Commission has the power to administer oaths and affirmations, to 
issue subpoenas commanding the presence of witnesses and the produc- 
tion of documentary materials, and to apply to the courts to enforce 
compliance with such subpoenas.’ It may accept statements in writ- 
ing under oath as to matters under investigation or take testimony.’ 
Whenever it appears that a person is engaged, or is about to engage, 
in any act or practice which constitutes or will constitute a violation 
of law, the Commission may, in its own name, bring an action in the 
United States District Court to enjoin such act or practice and, upon 
a proper showing, the court is authorized to issue a permanent or 
temporary injunction or restraining order. The Commission is also 


167e Section 18(i). 

168 Section 26(a) as to unit trusts. Section 27 as to periodic payment plans. The 
latter section restricts sales-load to 9% of the aggregate payments to be made and 
limits the portion of each of the payments which may be deducted for sales-load. Section 
28 requires the maintenance of certain reserves by a face amount certificate company 
as a condition of its right to sell new certificates. 

169 Section 14. 

170 Securities Act of 1933, § 20; Trust Indenture Act of 1939, § 321. 

171 Securities Act of 1933, § 19(b) ; Trust Indenture Act of 1939, § 321. 

172 Securities Act of 1933, § 20; Trust Indenture Act of 1939, § 321. 
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empowered to seek, and the court may grant, a mandatory injunc- 
tion compelling compliance with the statutory requirements and 
orders of the Commission thereunder.’ In connection with the grant 
of injunctive relief a receiver may be appointed to effectuate the order 
of the court or to preserve assets or as may otherwise be necessary or 
appropriate.'** The Commission’s legal officers conduct considerable 
litigation each year at the district court and at the appellate court 
levels in consequence of these efforts. Each of the statutes provides 
penalties of fine or imprisonment or both for violation.’ The Com- 
mission may transmit such evidence as may be available concerning 
any such acts or practices to the Attorney General who may, in 
his discretion, institute criminal proceedings.’”® 

The statutes contain a number of specific civil liability provisions 
which give rise to rights of recovery by investors which may, in many 
cases, be asserted in state as well as federal courts.’ Violation of 
the registration or prospectus provisions of section 5 under the Securi- 
ties Act, or material misstatements in the prospectus or otherwise in 
the sale of the securities, provide rights of rescission and to damages.** 
The 1939 act provides for civil liability for damages suffered in re- 
liance upon false statements contained in any filing under the act.’ 
Notice should also be taken of the provisions in each of these statutes 
that any condition, stipulation or provision binding any person to 


173 Securities Act of 1933, § 20; Trust Indenture Act of 1939, § 321. 


174 Appointment of receiver under the Securities Act of 1933: Deckart v. Inde- 
pendence Corp., 311 U.S. 282, 288 (1940) ; under the Securities Exchange Act of 1934: 
SEC v. Adams & Co., Civ. No. 49-C-1145, D. Ill, July 18, 20, 1949. An express 
statutory provision is found in section 42(e) of the Investment Company Act of 1940. 

175 Section 24, Securities Act of 1933; § 325, Trust Indenture Act of 1939. 

176 Section 20, Securities Act of 1933; § 321, Trust Indenture Act of 1939. 

177 Section 22(a), Securities Act of 1933; § 321, Trust Indenture Act of 1939. 

178 Section 12, Violation of § 5 gives rise to a cause of action for rescission or 
damages against the “seller”. But see Canusa Gold Mines, Ltd., supra note 63; Cady 
v. Murphy, 113 F.2d 988 (1st Cir. 1940); Schillner v. Clarke, supra note 60. The 
statutory language relating to liability for misrepresentation is somewhat different than 
in section 11. The defendant in a section 11 case may escape liability if he can show 
that “after reasonable investigation, he had reasonable ground to believe . . . that 
[at the effective date] the statements [in the registration statement] were true and 
that there was no omission to state a material fact required to be stated therein or 
necessary to make the statements therein not misleading. . . .” Under section 12(2) 
the defendant must “sustain the burden of proof that he did not know, and in the 
exercise of reasonable care would not have known, of such untruth or omission.” 
Under section 12 any person who sells a security “by means of a prospectus or oral 
communication, which includes an untrue statement of a material fact or omits to state a 
material fact necessary in order to make the statements in the light of the circum- 
stances under which they were made, not misleading (the purchaser not knowing of 
such untruth or omission) . .” is liable only to the purchaser from him. As to 
persons liable and basis of liability under § 11, see supra note 90. 

179 Section 323. 
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waive compliance with any provision of the act or any rule of the 
Commission shall be “void.” ?*° 

More far reaching in significance is the development of implied 
liabilities arising in the main under the Securities Exchange Act of 
1934 although some cases suggest their existence under the Securities 
Act."** Liability in these cases stem from two bases—a statutory pro- 
vision declaring contracts made in violation of the statute void, as 
against violators or those who acquire rights with knowledge of the 
facts forming the violation,'*** and the common-law tort doctrine of a 
private right of action based on violation of a statute designed for 
the protection of members of the public. 


A few additional matters merit attention. Under each of the statutes 
administered by the Commission, it has the power (in some instances, 
the duty) to adopt rules and regulations necessary to carry out 
statutory functions, to implement provisions granting a broad charter 
of authority to classify issues, issuers, persons, transactions and the 
power to define or refine terms used in the acts and other technical 
and trade terms, and to prescribe the form of presentation of financial 
and other information. The Commission has adopted many rules, 
regulations and forms under each of the acts, many of which may be 
described as procedural and are designed to assist those who must 
register or report to the Commission to do so as expeditiously as possi- 
ble and with the least possible burden consistent with the statutory re- 
quirements. Other rules are of definitional, preventive, interpretative 
or exemptive character. Apart from the assistance afforded to those 
who must comply and to those who must administer the law, the im- 
portance of these rules lies in the fact that each of the statutes provides 
that bona fide reliance on the rules of the Commission, even if the 
rules are later rescinded or found to be invalid, affords immunity from 


180 Section 14, Securities Act; § 327, Trust Indenture Act of 1939; Wilko v. Swan, 
346 U.S. 427 (1953). 

181 Supra note 37. 

181a See, e.g., section 29(b) of the Securities Exchange Act of 1934; Osborne v. 
Mallory, 86 F. Supp. 869, 879 (S.D. N.Y. 1949) ; Thiele v. Shields, 131 F. Supp. 416, 
419 (SD. N.Y. 1955) ; Greenwich Savings Bank v. Shields, 131 F. Supp. 368, 370 
(S.D. N.Y. 1955). 

182 Note, New Civil Liabilities Under Securities and Exchange Act Rules, 14 U. 
Cur. L. Rev. 471 (1947); Note, Federal Jurisdiction in Suits For Damages Under 
Statutes Not Affording Such Remedy, 48 Cotum. L. Rev. 1090 (1948); Note, The 
Prospects for Rule X-10B-5: An Emerging Remedy for Defrauded Investors, 59 YALE 
L. J. 1120, 1133 (1950) ; Note, Implied Liability Under the Securities Exchange Act, 
61 Harv. L. Rev. 858, 863 (1948) ; RESTATEMENT, Torts, § 286 (1934). 
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any provision of the act imposing liability by reason of any act done 
or omitted in accordance with such rules.!** 


The Commission and its principal officials maintain a continuing 
liaison and exchange of information with other branches of the federal 
government and the state governments, and with various organizations 
representing professional groups or industry associations.*** These 
include bar associations, institutes of accountants, societies of cor- 
porate secretaries, mining congresses, bankers’ associations, securities 
dealers and traders organizations and many others of a public or 
private character. Mention must be made of the field of independent 
public accounting and auditing in which the exchange of ideas and 
close cooperation between the Commission and representative associa- 
tions have assisted in the establishment and maintenance of the high- 
est standards of professional conduct and procedure as well as an 
improvement of the quality and reliability of financial and other in- 
formation furnished to investors in reports filed with the Commis- 
sion and otherwise, not matched elsewhere in the world.'*® 


183 Section 19(a) of the Securities Act provides general rule making authority “to 
make, amend and rescind such rules and regulations as may be necessary to carry out 
the provisions of this title, including rules and regulations governing registration 
statements and prospectuses for various classes of securities and issuers, and defining 
accounting, technical, and trade terms used in this title.” Additional specific authority 
is vested in the Commission with respect to the balance sheet and earning statement, 
preparation of accounts, the appraisal or valuation of assets and liabilities, the de- 
termination of depletion and depreciation, recurring and non-recurring income, the 
differentiation of investment and operating income, and the preparation of consolidated 
financial statements. It also provides that no liability shall apply to any act done 
or omitted in good faith in conformity with any rule or regulation of the Commission, 
even if the rule is later amended or rescinded or held to be invalid. Various sections 
contain additional rule making authority. See sections 2(10), 3(b), 3(c), 6, 7, 10, 
schedules A and B. Similar broad rule making authority, as well as absolution for 
good faith reliance, is found in section 319 of the Trust Indenture Act. Specific ad- 
ditional grants of rule making are found in various sections of that act, sections 
303-308, 310, 314. 

Since the earliest days of the administration of the acts, the Commission has invited 
the views, and sought the assistance and criticism, of all persons affected or havin 
an interest in the administration of these statutes or in the particular rules athena 4 
whether procedural, substantive, definitional or exemptive. 


184 See, e.g., 23 SEC Ann. Rep. 185 (1957). And see Gadsby, Address, supra note 
103. 


185 Mr. Barr and Mr. Koch discuss this matter elsewhere in this symposium. For 
the views of a Canadian on this development, see Smyth, Notes on the Development of 
the Accountancy Profession (Part 1), 63 THe CANADIAN CHARTERED ACCOUNTANT 
200, 206 (1953). The same issue contains another article which reflects a view no 
longer seriously urged in the United States. In England and Canada, in fact in 
nearly every part of the world outside the United States, it is not deemed necessary 
to disclose, in the profit and loss statement, sales and cost of goods sold. See, eg., 
Tue INsTITUTE oF CHARTERED ACCOUNTANTS IN ENGLAND AND WALES, MEMBERS 
HAnpsook, Section N at 18 (Oct. 1958) ; HANNER, Accounting Techniques in Annual 
Reports of 100 Swedish Corporations, 1949-1951, in THe StockKHoLM Bustness RE- 
SEARCH INSTITUTE (English translation) at 2; Hutchinson, Accountancy Provisions 
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VIII. Orvner Feperay Statutes AFFECTING PuBLic OFFERINGS 


Apart from the statutes entrusted to the administration of the 
Securities and Exchange Commission, other statutes should be con- 
sidered as forming part of the fabric of federal legislation protecting 
the investor in the public offering of securities: Thus, among the 
first permanent federal laws in this field is the Transportation Act, 
adopted as an amendment to the Interstate Commerce Act in 1920,’ 
administered by the Interstate Commerce Commission which has juris- 
diction over railroad and motor common carriers (including holding 
companies) doing an interstate business. Under this statute, it is un- 
lawful for any such carrier to issue its own securities or to assume 
obligations (as lessor, lessee, guarantor or otherwise) on the securi- 
ties of any other person or company without the authorization of 
that Commission.*** While the primary interest of the Interstate Com- 
merce Commission is to secure a soundly financed transportation 
system, it is urged that this results in benefits to the investor."** The 
Interstate Commerce Commission must find the proposed issue is for 
a lawful object, compatible with the public interest, necessary or ap- 
propriate or consistent with proper service to the public as a carrier, 
which will not impair its ability to perform that service, and is reason- 
ably necessary and appropriate for that purpose.*** It should be noted 
that in this legislation, unlike the legislation administered by the Com- 
mission,’® the Congress preempted the field with the result that the 
jurisdiction exercised over these matters by that Commission is ex- 
clusive.** Securities subject to these controls are specifically exempt 
from the Securities Act and the Trust Indenture Act.’ 

The Congress also adopted in 1920 the Federal Water Power Act 
which, as amended, authorizes the Federal Power Commission to 
For a Uniform Companies Act, 63 THE CANADIAN CHARTERED ACCOUNTANT 217, 
219 (1953). These figures, referred to as turnover figures in Great Britain, are deemed 
essential in the United States to proper analysis of the profit and loss statement and 
comparison with prior performance of the issuer and the results achieved by other 
companies in the industry. They must be disclosed in the profit and loss statement 
filed with the Commission. American Sumatra Tobacco Corp., 7 S.E.C. 1033 (1939), 
aff'd, American Sumatra Tobacco Corp. v. SEC 110 F.2d 117 (D.C. Cir. 1940). 
For a discussion of this and other differences in accounting and auditing standards, 
principles and practices, see ACCOUNTING AND OTHER REQUIREMENTS FOR THE SALE 
OF ForEIGN SECURITIES IN THE U.S. CapiraL Market, American Institute of Certi- 
fied Public Accountants (1959) at 13-18. 

186 41 Stat. 456 (1920). 

187 4] Stat. 494 (1920), as amended, 49 U.S.C. § 20a(2) (1952). 

188 Loss, supra note 23, at 66-74 and authorities there cited. 

189 Supra note 187. 

190 Securities Act, § 18; Trust Indenture Act, § 326. 


191 41 Stat. 494 (1920), as amended, 49 U.S.C. § 20a(7) (1952). 
192 Securities Act, § 3(a) (6); Trust Indenture Act, § 304(a) (4). 
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regulate the amount and character of securities to be issued by public 
service licensees (their controlled companies and certain others) and 
by interstate electric utilities..°* Here the Congress did not preempt 
the field. The legislation is applicable only to fill the gap left by those 
states which do not themselves regulate the issuance of securities by 
public service licensees or electric utilities. 

There are a number of other situations in which federal legislation, 
either by virtue of authority to grant a charter or otherwise, con- 
tributes to investor protection. To select but one example, national 
banks and other financial institutions are chartered, examined and 
closely regulated by the federal government in a manner which un- 
doubtedly provides protection to the investors in such banks.’ 

In 1958, the Congress, after agitation over a considerable number 
of years, enacted the Small Business Investment Act of 1958 and au- 
thorized the licensing of new or existing companies chartered under 
state law, or companies to be chartered by the Small Business Admin- 
istration, to engage in the business of providing capital to small busi- 
ness concerns which are unable to obtain funds from other channels. 
It is as yet unclear whether or to what extent the Administration will 
undertake to exercise its charter granting authority. This new act, 
which in the main preserves the jurisdiction of the Securities and Ex- 
change Commission as to matters within its competence,’*’ does pro- 
vide the Small Business Administration with plenary authority over 
many aspects of the organization and operations of the new small busi- 
ness investment companies."** This legislation has promise of many 
interesting developments, and many problems too, in an area of mixed 
public and private financing of small business, a field which has at- 
tracted attention and a number of different remedial approaches 
throughout the free world.’ 


a ae §§ 812, 813, 824c (1958). 

195 For example: 12 U.S.C. §§ 26, 27, 37, 55, 56, 60, 61, 62, 81-84, 91, 93, 161, 
163, 164, 181-86, 481-83, 485 (1958). 

196 15 U.S.C. $8 631-648, 661-62, 671-72, 681-88, 691, 695-96 (1958). Briefing on the 
Investment Act, supra note 64. 

197 H.R. Rep. No. 2060, 85th Cong., 2d Sess. 9 (1958) ; S. Rep. No. 1652, 85th Cong., 
2d Sess. 17 (1958). 

198 F.g., 15 U.S.C. §§ 681, 682, 686, 687 (1958). An outright exemption is granted 
only from certain of the provisions of section 18(a) of the Investment Company Act of 
1940. In addition, the Commission is granted authority to provide, subject to terms and 
conditions, exemption from the registration provisions of the Securities Act and the 
indenture qualification provisions of the Trust Indenture Act. See section 18(k) of the 
Investment Company Act of 1940; section 3(c) of the Securities Act of 1933 and 
section 304(e) of the Trust Indenture Act of 1939. 

199 HENDERSON, THE New IssuE MARKET AND THE FINANCE oF INDUSTRY 42-85 
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IX. CoNCLUSION 


While criticism (and praise) of one or another aspect of the Com- 
mission’s administration, or of a particular provision of the statutes, 
is occasionally voiced,* federal securities legislation and the Securi- 
ties and Exchange Commission are accepted as permanent aspects 
of the financial sector of the United States economy.™ In fact, as 
stated earlier, the suggestion has been made that, in the area over 
which the Commission exercises jurisdiction, its authority be ex- 
clusive.”? In the view of this writer such a development is unlikely 
for some time to come. Another suggestion—codification of the 
federal legislation—has been made from time to time with little 
interest expressed in legislative circles. This is undoubtedly due 
to the fact that the Commission, in recognition of the importance 
of timing and understanding in one of the most sensitive areas of the 
economy, has effectively integrated the requirements of the statutes 
and has developed efficient and truly expeditious procedures for the 
dispatch of the business before it.”* In large measure, however, the 
success the Commission has achieved in this area, indeed in respect of 
its overall responsibilities, is due to the cooperation and sincere de- 
sire of the financial community to make these moderate controls 
operate fairly and effectively in the public interest.” 


(1951) ; Frost, The Macmillan Gap, in 6 OxForp Economic Papers (New Series) 
181-201 (1958) ; Sources or Capitat (The Association of Certified and Corporate Ac- 
countants, London, 1954); Tew, The I.C.F.C. Revisited, 22 Economica (London, 
August 1955) also as Reprint Series No. 4 (National Institute of Economic & Social 
Research, London); Tew, EDITH, 26 THe Turee Banxs Review (London, June 
1955) also as Reprint Series No. 3 (National Institute of Economic & Social Research, 
London) ; DiaMonp, DEVELOPMENT Banks (The Economic Development Institute In- 
ternational Bank for Reconstruction and Development, 1957) at 19-40; THe Suppriy 
or CAPITAL FuNDs For INDUSTRIAL DEVELOPMENT IN Europe (The Organization for 
European Economic Cooperation, Paris, 1957) at 45-70 and Supplements; Joint 
Economic CoMMITTEE ON CONFERENCES IN WESTERN Europe, 85TH Conc., 2p SEss. 
Economic Poticy oN WESTERN Europe, APPENDICES ON STATED COUNTRIES (Joint 
Comm. Print 1959). 

200 Hoover CoMMISSION, TASK Force Report, supra note 81; despite the finding 
that “the [Securities and ‘Exchan ge] Commission is an outstanding example of the 
independent Commission at its best” (at 144), the Commission’s acceleration policy is 
criticized (at 148) ; Fortune, Nov., 1958, p. 140, 

201 Porter, New Deal Agencies Become More Revered Than Reviled, supra note 36. 

202 Armstrong, supra note 11. 

203 Administrative Procedure in Government Agencies, supra note 85, at 24-29; 
Hoover CoMMISSION, TASK Force REport, supra note 81, at 146. 

204 Gadsby, Address, supra note 103. For reviews of the work of the commission 
since its inception from the points of view of the commission and of the practitioner, 
see the articles in this symposium by Chairman Gadsby and Mr. Freeman. 
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Securities and Exchange Commission 


I. INTRODUCTION 


The principal acts administered by the Commission’ provide that 
dependable, informative financial statements which disclose the fi- 
nancial status and earnings history and potentialities of a corporation 
or other commercial entity shall be made a part of registration state- 
ments, applications for registration, and periodic reports required to 
be filed with the Commission. These financial statements are always a 
vital, often the most significant, element of the information the in- 
vestor must have upon which to base investment decisions. 

The Securities Act of 1933 requires the inclusion in prospectuses 
of balance sheets and profit and loss data “in such form as the Com- 
mission shall prescribe” * and authorizes the Commission to prescribe 
“the items or details to be shown in the balance sheet and earnings 
statement, and the methods to be followed in the preparation of ac- 
counts... .”* Similar authority is contained in the Securities Ex- 
change Act of 1934, and more comprehensive power is embodied 
in the Investment Company Act of 1940° and the Public Utility 
Holding Company Act of 1935.° 

The Securities Act of 1933 also provides that the financial state- 
ments required to be made available to the public through filing with 


* B.S., 1923, M.S., 1924, University of Illinois, C.P.A. (TIl.) 


** B.S., 1922, M.S., 1928, University of Illinois; LL.B., 1938, University of Wis- 
consin. 


1 Securities Act of 1933, 48 Stat. 74, as amended, 15 U.S.C. §§ 77a-aa (1958); 
Securities Exchange Act of 1934, 48 Stat. 881, as amended, 15 U.S.C. §§ 78a-hh 
(1958) ; Public Utility Holding Company Act of 1935, 49 Stat. 803, as amended, 15 
U.S.C. §§ 79-z-6 (1958) ; Investment Company Act of 1940, 54 Stat. 789, as amended, 
15 U.S.C. §§ 80a-1-52 (1958). 


2 Section 10(a)(1) (Schedule A, paras. 25, 26). 48 Stat. 81 (1933), 15 U.S.C. § 77}, 
77aa, paras. 25-26 (1958). 


8 Section 19(a). 48 Stat. 85 (1933), as amended, 15 U.S.C. § 77s (1958). 
4 Section 13(b). 48 Stat. 894 (1934), 15 U.S.C. § 78m (1958). 

5 Sections 30, 31. 54 Stat. 836 (1940), 15 U.S.C. §§ 80a 29-30 (1958). 
6 Sections 14, 15. 49 Stat. 827 (1935), 15 U.S.C. § 79n-o (1958). 
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the Commission shall be certified by “an independent public or 
certified accountant.”” The other three statutes permit the Com- 
mission to require that such statements be accompanied by a certificate 
of an independent public accountant,* and the Commission’s rules 
require, with minor exceptions, that they be so certified. The value 
of certification by qualified accountants has been accepted for many 
years, but the requirement as to independence, long recognized and 
adhered to by some individual accountants, was for the first time 
authoritatively and explicitly introduced into law in 1933.° Out of 
this initial provision in the Securities Act of 1933 and the rules pro- 
mulgated by the Commission,”® together with strict action taken by 
the Commission in certain cases, concepts of accountant-client re- 


lationships have grown which have strengthened the protection af- 
forded investors. 


The Commssion’s standards of independence are stated in rules 


7 Section 10(a) (1), Schedule A (25), (26), 48 Stat. 81, 90 (1933), as amended, 
15 U.S.C. §§ 77j, 77aa (25), (26) (1958). 


8 Securities Exchange Act of 1934, § 13(a)(2), 48 Stat. 894, 15 U.S.C. § 78m 
(1958) ; Public Utility Holding Company Act of 1935, § 14, 49 Stat. 827, 15 U.S.C. 
Ey ng ; Investment Company Act of 1940, § 30(e), 54 Stat. 836, 15 U.S.C. § 80a- 

® See Hearings on S. 875 Before the Senate Committee on Banking and Currency, 
73d Cong., Ist Sess. 55-67 (1933). 


10 For the history and the development of the Commission’s rules relating to inde- 
pendence of accountants and to certification of financial statements see the following: 


Independence of accountants: FTC Rules and Regs. under the Securities Act 
of 1933, July 6, 1933, art. 14; SEC, Compilation of Regs., issued by the SEC 
and its predecessor, under the Securities Act of 1933, April 29, 1935, art. 14; 
SEC, General Rules and Regs. under the Securities Act of 1933, Rule 650, 
January 21, 1936, Provisions similar to those contained in this rule were made 
a part of the instruction books relating to most of the forms promulgated by the 
Commission under the Securities Act of 1933 and the Securities Exchange Act 
of 1934; SEC Reg. S-X, 17 C.F.R. § 210.2-01 (1949), as amended, 17 C.F.R. 
§ 210.2-01 (Supp. 1959) ; SEC Accounting Ser, Release Nos. 2, May 6, 1937; 
22, March 14, 1941; 28, Jan. 8, 1942; 37, Nov. 7, 1942; 44, May 24, 1943; 47, 
Jan. = 1944; 68, July 5, 1949; 79, April 8, 1958; 81, Dec. 11, 1958; 82, Jan. 
28, 1959. 

Certification of financial statements: FTC, Rules and Regs. under the Securi- 
ties Act of 1933, July 6, 1933; art. 15; SEC, Compilation of Regs. issued by the 
SEC and its predecessor, under the Securities Act of 1933, April 29, 1935, art. 
15; SEC, General Rules and Regs. under the Securities Act of 1933, Rule 651, 
January 21, 1936. Provisions similar to those contained in this rule were made 
a part of the instruction books relating to most of the forms promulgated by the 
Commission under the Securities Act of 1933 and the Securities Exchange Act 
of 1934; SEC Reg. S-X, 17 C.F.R. § 210.2-02 (1949), as amended, 17 C.F.R. 
§ 210.2-02 (Supp. 1959) ; SEC Accounting Ser. Release Nos. 13, February 20, 
1940; 19, Dec. 5, 1940; 21, Feb. 5, 1941; 48, Feb. 12, 1944; 62, June 27, 1947. 
See also AIA YEAR Boox 1935 at 354 (1936) ; Carey, PRoFESSIONAL ETHICS OF 
Pustic AccouNnTING 7 (1946); Carey, PROFESSIONAL ETHICS OF CERTIFIED 
Pusiic AccounTANTS 22, 32-49 (1956) ; Higgins, Professional Ethics and Pub- 
lic Opinions, J. Accountancy, Nov. 1958, p. 34. 
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2-01(b) and (c) of regulation S-X** which provide among other 
things that “an accountant will be considered not independent with 
respect to any person or any of its parents or subsidiaries in whom 
he has, or had during the period of report, any direct financial in- 
terest or any material indirect financial interest; or with whom he is, 
or was during such period, connected as a promoter, underwriter, 
voting trustee, director, officer, or employee,” and that “in determin- 
ing whether an accountant may in fact be not independent with re- 
spect to a particular person, the Commission will give appropriate 
consideration to all relevant circumstances, including evidence bear- 
ing on all relationships between the accountant and that person or 
any affiliate thereof, and will not confine itself to the relationships 
existing in connection with the filing of reports with the Commis- 
sion.” 

As shown above, the statutes administered by the Commission give 
it broad rule-making power with respect to the preparation and pre- 
sentation of financial statements. Pursuant to authority contained 
in the statutes the Commission has prescribed uniform systems of 
accounts for companies subject to the Public Utility Holding Com- 
pany Act of 1935; has adopted rules under the Securities Exchange 
Act of 1934 governing accounting and auditing of securities brokers 
and dealers;*? and has promulgated rules contained in a single, com- 
prehensive regulation, identified as regulation S-X,* which govern 
the form and content of financial statements filed in compliance with 
the several acts. This regulation is supplemented by the Commission’s 
Accounting Series Releases,* of which 82 have so far been issued. 
The rules and regulations thus established, except for the uniform 


10a See note 13 infra. 


11 Uniform System of Accounts for Mutual Service Companies and Subsidiary 
Service Companies, 17 C.F.R. § 256 (1949); Uniform System of Accounts for Pub- 
lic Utility Holding Companies, 17 C.F.R. § 257 (1949). 

12 Rule 17a-3, 17 C.F.R. § 240.17a-3 (1949), as amended, 17 C.F.R. § 240.17a-3 
(Supp. 1959) ; Rule 17a-4, 17 C.F.R. § 240.17a-4, (1949); Rule 17a-5, 17 C.F.R. § 
240.17a-5 (1949), as amended, 17 C.F.R. § 240. 17a-5 (Supp. 1959) ; Rule 17a-7, 17 
C.F.R. § 240.17a-7 (1949), as amended, 17 C.F.R. § 240.17a-7 (Supp. 1959) ; SEC 
Form X-17A-5, 17 C.F.R. § 240.17a-5 (1949), as amended, 17 C.F.R. § 240.17a-5 
(Supp. 1959). 


13 SEC Regulation S-X, 17 C.F.R. § 210 (1949), as amended, 17 C.F.R. § 210 
(Supp. 1959). 


14 This series of releases, inaugurated in 1937, was announced as a program for 
making public, from time to time, opinions on accounting principles for the purpose 
of contributing to the development of uniform standards and practice in major 
ae questions, 17 C.F.R. § 211 (1949), as amended, 17 C.F.R, § 211 (Supp. 
959) 
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systems of accounts, prescribed accounting to be followed only in 
certain basic respects. In the large area not covered by such rules, 
the Commission’s principal reliance for the protection of investors 
is on the determination and application of accounting principles"® 
and auditing standards** which are recognized as sound and which 
have attained general acceptance. 


II. Acriviries OF THE COMMISSION IN THE 
FIELD oF ACCOUNTING PRINCIPLES AND PRACTICES 


From the beginning of the administration of the Securities Act 
of 1933 to the present time, the Commission and its predecessor, the 
Federal Trade Commission,” have been confronted with a variety of 
accounting problems. Some of these problems together with the 
accounting theory applied to them were carried over from the 1920’s, 
and others arose because of the changing economic, financial, political, 
and social conditions. 

A review of the Commission’s annual reports to Congress, the 
Commission’s Findings and Opinions, the Accounting Series Releases, 
addresses made by the Commissioners and other persons on the Com- 


mission’s staff, and other publications issued by the Commission shows 
that the accounting questions confronting the Commission included 
matters of asset valuation;’* problems in accounting for stockholders’ 
equity;® determination of income; footnotes to financial state- 


15 Stewart, Accountancy and Regulatory Bodies in the United States, in FIFTIETH 
ANNIVERSARY CELEBRATION 1937, (The American Institute of Accountants), 136-139 
(1938) ; Developments in Accounting Theory and Practice since 1929, A Round 
Table, in FirtiETH ANNIVERSARY CELEBRATION 1937, (The American Institute of 
Accountants), 182-183, 189-190 (1938); Healy, The Next Step in Accounting, 13 
AccounTING Rey. 1 (1938); Healy, Responsibility for Adequate Reports is Placed 
Squarely on Controllers, 7 CoNTROLLER 196 (1939); see also AICPA Accounting 
Research Bulletins. 


16 Healy, supra note 15, 7 ConTROLLER 196, 197; See also AIA, Audits by Certified 
Public Accountants (1950); AIA, Codification of Statements on Auditing Procedure 
(1951); AICPA, Statements on Auditing Procedure; AICPA, Generally Accepted 
Auditing Standards (1954). 

17 The FTC administered the Securities Act of 1933 from May 27, 1933 until 
September 1, 1934 when responsibility for its enforcement was transferred to the SEC. 

18 See cases cited in notes 32, 33 and 34 infra. 

19 [bid. 

20 Golden Conqueror Mines, Inc., 2 S.E.C. 642, 648 (1937) ; W. Wallace Alexander, 
Inc., 6 S.E.C. 127, 134 (1939); American Sumatra Tobacco Corp., 7 S.E.C. 1033 
(1939) ; Illinois Zinc Co., 6 S.E.C. 850, 852 (1940); Metropolitan Personal Loan 
Corp., 7 S.E.C. 234, 238-242 (1940); Associated Gas and Electric Co., 11 S.E.C. 
975, 1030-1037 (1942); Drayer-Hanson, Inc., 27 S.E.C. 838, 854 (1948); 15 SEC 
ANN. Rep. 20, 23 (1949); 16 SEC Ann. Rep. 17 (1950); 17 SEC Ann. Rep. 16, 
17, 28, 29 (1951); 20 SEC Ann. Rep. 15, 26 (1954); 21 SEC Ann. Rep. 19, 28 
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ments;” historical (all-inclusive) versus earning power concept of 
the income statement;” relation between financial and tax accounting 
practices; corporate consolidations, reorganizations and mergers; 
accounting for emergency war facilities;** the single step income 
statement and the statement of financial position versus the orthodox 
form of balance sheet;?* public utility depreciation;?” employees’ 
pensions;** depreciation and current price levels; development of 
new terminology for reserves and surplus;*° buy-sell-lease financing;** 
and a variety of other accounting problems too numerous to mention 
here. 


Many of the early cases coming before the Commission for formal 
decision dealt with the problem of asset valuation and accounting for 
stockholders’ equity. Such problems as accounting for property 


(1955) ; 22 SEC Ann. Rep. 79 (1956) ; 23 SEC Ann. Rep. 40, 44 (1957) ; 24 SEC 
Ann. Rep. 187 (1958) ; SEC Accounting Ser. Release No. 70, Dec. 20, 1950; see also 
Werntz and King, An Analysis of Charges and Credits to Earned Surplus, 16 New 
York Certified Public Accountant 485 (1946). 

21 Northern States Power Co., SEC Securities Act Release No. 254 (1934); 
SEC Accounting Ser. Release No. 4, April 25, 1938; 5 SEC Ann. Rep. 117-118 
(1939) ; Associated Gas & Electric Co., 11 S.E.C. 975, 1026 (1942) ; SEC Accounting 
Ser. Release No. 62, June 27, 1947; SEC Reg. S-X, 17 C.F.R. § 210.3-04 (1949), as 
amended, 17 C.F.R. § 210.3-04 (Supp. 1959) ; 17 C. F. R. § 210.3-07 (1949), as amend- 
ed, 17 C.F.R. § 210.3-07 (Supp. 1959); 17 C.F.R. § 210.3-08 (1949), as amended, 17 
C.F.R. § 210.3-08 (Supp. 1959); 17 C.F.R. § 210.3-18 (Supp. 1959); 17 C.F.R. § 
210.3-19 (Supp. 1959) ; 17 C.F.R. § 210.3-20 (Supp. 1959). Rules set forth in other 
articles of this regulation provide also for footnote disclosure. See also Kaiser-Frazer 
Corp. v. Otis & Co., 195 F.2d 838 (2d Cir.), cert. denied, 344 U.S. 856 (1952). 

2211 SEC Ann. Rep. 88 (1945); 12 SEC Ann. Rep. 117 (1946); Werntz and 
King, An Analysis of Charges and Credits to Earned Surplus, 16 NEw Yor« 
CertiIFIeD Pustic AccounTANT 485 (1946); 14 SEC Ann. Rep. 111 (1948); SEC 
Accounting Ser. Release No. 70, Dec. 20, 1950; 17 SEC Ann. Rep. 164 (1951). 

23 SEC Accounting Ser. Release No. 53, Nov. 16, 1945; 22 SEC Ann. Rep. 70 
(1956) ; 23 SEC Ann. Rep. 38 (1957). 

2415 SEC Ann. Rep. 22 (1949); 18 SEC Ann. Rep. 14 (1952); 19 SEC Ann. 
Rep. 20 (1953) ; 22 SEC Ann. Rep. 210 (1956) ; 23 SEC Ann. Rep. 186 (1957) ; 24 
SEC Ann. Rep. 35, 186 (1958). 

2512 SEC Ann. Rep. 114 (1946); 13 SEC Ann. Rep. 126 (1947); 15 SEC Ann. 
Rep. 174 (1949); 20 SEC Ann. Rep. 107 (1954). 


26 13 SEC Ann. Rep. 127 (1947). 

27 West Penn Power Co., 5 S.E.C. 376, 380 (1939) ; 13 SEC Ann. Rep. 130 (1947) ; 
15 SEC Ann. Rep. 179 (1949); 17 SEC Ann, Rep. 163 (1951). 

2813 SEC Ann. Rep. 128 (1947); 17 SEC Ann. Rep. 164 (1951). 

2914 SEC Ann. Rep. 111 (1948) ; 15 SEC Ann. Rep. 179 (1949) ; 20 SEC Ann. 
Rep. 107 (1954). See also Barr, Financial Reporting for Regulatory Agencies, J. 
Accountancy, Feb. 1958, p. 26, 28. 

8015 SEC Ann. Rep. 180 (1949); see also AIA, Accounting Terminology Bull. 
~—s : (1953); AICPA, AccounTING TRENDS AND TECHNIQUES 12, 91 (12th ed. 

8115 SEC Ann. Rep. 181 (1949); 16 SEC Ann. Rep, 156 (1950) ; 17 SEC Ann. 
Rep. 164 (1951). 

82 Unity Gold Corp., 1 S.E.C. 25, 29 (1934); Mining & Development Corp., 1 


a NERA 
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and appraisals** and asset write-ups,** while not restricted to pro- 
motional companies, were most frequently found in such companies. 
In many of the cases newly formed corporations issued large amounts 
of stock for assets having little, if any, value. Often properties ac- 
quired were recorded on the books at a valuation based on the par 
value of the stock when other sales of the same stock were concur- 
rently being made at prices considerably below par;** or the cost 
of properties included the shares concurrently donated back to the 
company;** or the cost of properties included promotional services;*" 
or properties were recorded at amounts arbitrarily determined which 
represented neither cost nor value arrived at by accepted methods;** 
or properties held under lease and option to purchase were recorded 
at the full value of the property and merged with properties owned in 
fee.** In all of these formal cases the Commission found the financial 
statements to be false and misleading because of improper account- 
ing practices and overvaluation of assets. 


A review of the informal cases involving appraisals shows that the 


S.E.C. 786, 790-799 (1936) ; Canusa Gold Mines, Ltd., 2 S.E.C. 548, 555-557 (1937) ; 
Paper Sales Co. of Detroit, Inc., 2 S.E.C. 748, 753-4 (1937); Breeze Corps, Inc., 3 
S.E.C. 709, 715-730 (1938) ; Thomas Bond, Inc., 5 S.E.C. 60, 63-4 (1939) ; Resources 
Corp. Int’l, 7 S.E.C. 689, 699-707, 735-740 (1940); 16 SEC Ann. Rep. 16 (1950) ; 
18 SEC Ann. Rep. 33 (1952) ; SEC Securities Act Release Nos. 3932, June 4, 1958; 
3957, Aug. 15, 1958; 3960, Aug. 27, 1958. 

383 Haddam Distillers Corp., 1 S.E.C. 37, 41-47 (1934); Continental Distillers & 
Importers Corp., 1 S.E.C. 54, 67-82 (1935); American Terminals & Transit Co., 1 
S.E.C. 701, 716-741 (1936) ; Petersen Engine Co., Inc., 2 S.E.C. 893, 906-910 (1937) ; 
Marquette Mines, Inc., 8 S.E.C. 172, 176-182 (1940) ; Resources Corp. Int’l, 7 S.E.C. 
689, 699, 747-750 (1940) ; Associated Gas & Electric Co., 11 S.E.C, 975, 1001-1004, 
1011-12 (1942); 24 SEC Ann. Rep. 34 (1958); SEC Securities Act Release Nos. 
3932, June 4, 1958; 3957, Aug. 15, 1958; 3960, Aug. 27, 1958 

34SEC Accounting Ser. Release No. 8, May 20, 1938; 15 SEC Ann. Rep. 21 
(1949) ; 19 SEC Ann. Rep. 9, 21 (1953); 22 SEC Ann. Rep. 69 (1956); see also 
cases cited in notes 32 and 33, supra. 

35 Unity Gold Corp., 1 S.E.C. 25, 33 (1934); National Boston Montana Mines 
Corp., 2 S.E.C, 226, 251 (1937); Virginia City Gold Mining Co., 2 S.E.C. 855, 858 
(1937) ; Queensboro Gold Mines, Ltd., 2 S.E.C. 860, 862 (1937); Poulin Mining 
Co., Ltd.; 8 S.E.C. 116, 121 (1940); Automatic Telephone Dialer, Inc., 10 S.E.C. 
698, 706 (1941). 

36 Unity Gold Corp., 1 S.E.C. 25, 30-33 (1934) ; Thomas Bond, Inc., 5 S.E.C. 60, 
63 (1939); Finger Canadian Lumber Co., Ltd., 5 S.E.C. 543, 546 (1939); Consoli- 
dated Grain Corp., 6 S.E.C. 597, 603 (1940); Automatic Telephone Dialer, Inc., 10 
S.E.C. 698, 705-06 (1941) ; Thomascolor, Inc., 27 S.E.C. 151, 171 (1947). 

87 Platoro Gold Mines, Inc., 3 S.E.C. 872, 880 & n. 15 (1938); Automatic Tele- 
phone Dialer, Inc., 10 S.E.C, 698, 706 (1941). 

88 Bering Straits Tin Mines, Inc., 2 S.E.C. 486, 496 (1937); Breeze Corps., Inc., 
3 S.E.C. 709, 717-730 (1938) ; Thomas Bond, Inc., 5 S.E.C. 60, 64 (1939) ; Thomas- 
color Inc., 27 S.E.C. 151, 167-171 (1947). 

39 Canusa Gold Mines, Ltd., 2 S.E.C. 548, 556 (1937); Finger Canadian Lumber 
Co., Ltd.; 5 S.E.C. 543, 545-7 (1939). 
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Commission usually effected the elimination of the appraisal. When 
it was found expedient to go to formal hearing the staff seldom had 
difficulty in proving the financial statements to be false and mislead- 
ing. The usual procedure was to show either that the company was in 
a promotional stage with no record of business or earning capacity 
or that the appreciation figures were arrived at through the use of 
haphazard and erroneous estimates of the various factors which af- 
fected the carrying value of the properties. 

In recent years the increasing price level has caused the Commis- 
sion to be faced with a problem which is based on the theory that 
depreciation should be based not on cost, as in the past, but on 
replacement cost. Advocates of this theory argue that deprecia- 
tion charges are inadequate unless they provide for the replacement 
of the applicable assets at the time they are retired from service. 
Some persons holding this view would, in effect, abandon historical 
costs completely by adjusting such costs in financial statements to re- 
flect changes in the purchasing power of the dollar. The Commission 
has made it clear that it would continue to require adherence to 
historical costs in statements filed with it and has denied a formal 
application to adopt a requirement that economic depreciation (based 
on replacement at current prices) be reflected either in the accounts 
or by other appropriate disclosures. 

It should be noted, however, that a former Chief Accountant of 
the Commission was a member of the Study Group on Business In- 
come which reported its findings under the title “Changing Concepts 
of Business Income.” * This committee suggested that financial state- 
ments which reflect the effect of changes in purchasing power be 
included as supplemental material in stockholder reports and other 
reports issued by a company. Since the former Chief Accountant did 
not object to this suggestion it appears that while the Commission 
has not amended its rules to require the filing of such statements as 
supplementary material it probably would not object to the inclusion 
of such statements as supplemental material in a filing with the Com- 
mission. Such disclosures have been made to a very limited extent 
in reports to stockholders, usually accompanied by a discussion of 
the impact of changing price levels on the financial policies of the 
reporting company. When clearly presented such discussion should 
be helpful to investors. 


40Srupy Group on Business INCOME, REPORT ON CHANGING CONCEPTS OF 
Bustness INcoME (1952). 
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A. Regulation S-X 


Regulation S-X,** adopted in 1940, the Commission’s principal ac- 
counting regulation under the Securities Act of 1933, the Securities 
Exchange Act of 1934, the Public Utility Holding Company Act of 
1935, and the Investment Company Act of 1940, was part of the 
Commission’s program begun in 1937 of seeking simplification of 
its accounting requirements. In carrying out this program the 
Commission determined to delete from the various instruction books 
the requirement as to the form and content of financial statements 
that had been adopted. Instead, it was determined that the accounting 
rules and requirements as to the form and content of financial state- 
ments and schedules required in a filing under most of the acts ad- 
ministered by the Commission should be set forth in a single pam- 
phlet.* 

Regulation S-X, as adopted in 1940, was the result of a compre- 
hensive study of the experience gained under the financial require- 
ments in use since 1935. First, the original provisions of Form A-2 
and Form 10,‘ the improvements that had been effected in later 


forms, and the opinions expressed in Accounting Series Releases 
were integrated in a draft of a single set of instructions. 

Registration statements, deficiency memoranda, letters, and con- 
ference memoranda were reviewed for the purpose of ascertaining 
how particular provisions had worked out in practice, whether old 


provisions should be changed or deleted, or new provisions should 
be added. On the basis of this review, the first draft was thoroughly 


40a Supra note 13. 


41 Instructions as to the persons and periods for which financial statements must 
be filed continue to be found in the several forms. For example, see Instructions as to 
Financial Statements, Form S-1, Registration Statement under the Securities Act 
of 1933. 


42 The actual drafting of these forms in 1935 was done by a committee embodying 
experience gained by its members in the work of one of the leading investment 
services, in the analysis of securities for an investment banking house, and in the 
experience and studies of a member of the faculty of a leading university. Repre- 
sentatives of professional accounting organizations assisted by reviewing and criticiz- 
ing the several drafts of the proposed forms. Healy, The Next Step in Accounting, 
13 AccounTinc Rev. 1 (1938); Landis, Interpretation of Rules for Listing and 
Issuance of Securities, N. Y. Certified Public Accountant, Jan. 1935, p. 18; Address 
by George C. Mathews, Discussion of Certain Questions Relating to the Securities Act 
and Securities Exchange Act, delivered before the Ill. Soc’y of Certified Public Ac- 
countants, Chicago, Jan. 18, 1935; AIA Year Boox 1934 at 274 (1935); AIA Year 
Boox 1935 at 321 (1936). Effort was made to make the accounting requirements for 
the registration of securities coincide with what was regarded as good practice. 
Sanders, Corporate Information Required by Federal Security Legislation, N. Y. 
Certified Public Accountant, April 1935, p. 9. 
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revised and submitted to several hundred individuals and professional 
groups outside the Commission including, among others, registrants, 
public accountants, controllers, attorneys, and state securities com- 
missioners. The criticisms and suggestions received were carefully 
analyzed and considered in preparing a further revised draft. After 
consultation with public accountants and others, additional changes 
were made before the regulation was promulgated in 1940. 

Since its adoption in 1940 a number of major changes have been 
made in regulation S-X. These include comprehensive restatements 
of articles 1, 2, 3, 4, 5, 6, and 11** and the introduction of new 
articles 5A,*° 6A,** and 6B.*7 Among these amendments that are of 
major importance to registrants filing financial statements with the 
Commission and also to professional accountants whose reports must 
accompany such statements, is a new provision contained in rule 1- 
01(a). This provision, in effect, makes the Accounting Series Re- 
leases, previously referred to, a part of the regulation. Many of these 
releases contain highly significant statements whose applicability 
under the amended rule, is now unlikely to escape the attention of 
interested persons. It should be clear that these releases continue to 
reflect considered Commission policy. This is particularly important 
with respect to Release No. 4, because of its controlling provisions 
in areas where the volume of accounting problems fall.** 


B. Stock Options 


Stock option arrangements in a variety of forms have been adopted 
by many industrial companies filing financial statements with the 
Commission. While some of the plans have given the optionees the 
unrestricted right to exercise the options immediately, others have 
required that the optionees remain in the employ of the company 
for a specific period before they have the unrestricted right to 
exercise the options, and still others have been granted the right to 
purchase a specified number of shares each year over a period of 
years, provided the optionees are in the employ of the company upon | 
each such option date. 





43 SEC Accounting Ser, Release No. 57, Nov. 27, 1946. 
44SEC Accounting Ser. Release No. 70, Dec. 20, 1950. 
45 SEC Accounting Ser. Release No, 66, Oct. 19, 1948. 
46 SEC Accounting Ser. Release No. 29, Jan. 9, 1942. 
47 SEC Accounting Ser. Release No. 71, Dec. 29, 1950. 
48 See note 21 supra and accompanying text. 
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Some of the plans which meet the requirements of the Internal 
Revenue Code set the option price at varying amounts under the 
market price, but in most instances the option price is substantially 
the same as market. The fact that such plans afford benefits to the 
participating employees which are susceptible of monetary expression 
has been recognized in court decisions and in the treatment given such 
options under the Internal Revenue Code. 

Suggestions have been heard recently that the disclosure require- 
ments relating to this problem should be reconciled—the principal 
comment being that the Commission’s rule*® adopted in 1953 re- 
quires more detail than is required by section B of chapter 13 of 
Accounting Research Bulletin 43 and by the New York Stock Ex- 
change.”* The latter requires disclosure in annual reports to stock- 
holders of the status of options at the beginning and end of the year 
as to number of shares and prices and changes during the year. The 
Institute bulletin recommends disclosure of the status at the end of 
the year including the number of shares and price as well as the 
number becoming exercisable and the number exercised during the 
year. The New York Stock Exchange does not express any pref- 
erence as to accounting procedure. The Institute’s current bulletin™ 
fixes the date of grant, whereas before revision the date the option 
right becomes the property of the grantee (usually the date when he 
may first exercise the option) was deemed to be the date when com- 
pensation should be measured. The application of the earlier version,™ 
with which the Commission agreed at the time, to the financial state- 
ments in a registration statement caused startling results which led 
to the revision of the bulletin. 

Our first exposure of the subject under rule-making procedures™ 
was due to disagreement among corporate and public accountants as 
to the appropriate manner of determining the amounts, if any, to be 
charged against income representing compensation to recipients of 
stock options. The principal point of disagreement was over the 
time at which the determination should be made. Arguments in sup- 


49 SEC Reg. S-X, Rule 3-20(d), 17 C.F.R. § 210.3-20(d) (Supp. 1959); see also 
SEC Accounting Ser. Release No. 76, Nov. 3, 1953 and Securities Exchange Act Re- 
lease No. 4803-X, Feb. 25, 1953. 


50 ATA, Accounting Research Bull. No. 43 (1953). 

51 New YorK Stock ExcHance Company MAnuat A-7, 120 (Nov. 11, 1956). 
52 See note 50 supra. 

53 ATA, Accounting Research Bull. No. 37 (1948). 

54 SEC Securities Exchange Act Release No. 4803-X, Feb. 25, 1953. 
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port of the date of grant, first exercisable, and when exercised were 
so persuasive that the Commission concluded that it would be inap- 
propriate to prescribe a procedure for determining the amount of 
cost, if any, of these stock options to be reflected in profit and loss 
or income statements. The SEC then proposed the present rule®™ 
calling for significant data as to the plan, number, option price, fair 
value, and total dollar amount of shares at the several dates and a 
statement as to the basis of the accounting to be followed. The rule 
permits appropriate summarization of the required information. 


III. Acrivirtes oF THE COMMISSION IN THE 
FIELD oF AUDITING 


Most financial statements filed with the Commission under the acts 
which it administers must be certified by an independent public ac- 
countant. Such certification, if it is to provide adequate assurance 
that the financial statements fairly present the affairs of the company, 
must be based on an impartial and expert review of the financial state- 
ments and underlying records and procedures. Such certification of 
financial statements based on a reasonably comprehensive audit of 
the underlying books and records is one of the principal services 
rendered by the public accounting profession and operates as an 
important line of defense against intentional or inadvertent misstate- 
ments or omissions in financial statements prepared by management. 

The accountant’s certificate in general use at the time the Com- 
mission was organized did little more in describing the scope of the 
audit than to refer to the fact that the accountants had examined or 
tested accounting records of the company. There was no listing of 
detailed audit procedures employed. Moreover, little authoritative 
accounting literature existed which clearly indicated the type of 
auditing procedures normally employed by certifying accountants.” 


55 See note 49 supra. 

56 Securities Act of 1933, § 10(a) (1), Schedule A, (25), (26), 48 Stat. 81, 90, 
as amended, 15 U.S.C. $$ 77j, 77aa (25), (26) (1958); Securities Exchange Act of 
1934, § 13 (a) (2), 48 Stat. 894, as amended, 15 U.S.C. 5 78 m(a) (2) ot Public 
Utility Holding Company Act of 1935, § 14, 49 Stat. 827, as amended, 15 U.S.C. § 
79m (1958) ; Investment Company Act of 1940, $ 30(e), 54 Stat. 837, as pede 15 
U.S.C, § 80a-24(e) (1958). 

57In 1936 the American Institute of Accountants published a bulletin entitled, 
Examination of Financial Statements by Independent Public Accountants, which 
sketched briefly the general outline of an acceptable examination, This bulletin was an 
enlargement and revision of a bulletin which was first published in 1917 by the Federal 
Reserve Board and was revised and republished in 1929 under the joint sponsorship 
of the Federal Reserve Board and the American Institute of Accountants. 
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Initially the Commission accepted the customary certificates under 
the sanctions of the several acts.** This course of action placed nearly 
the entire responsibility for the adequacy of auditing procedures 
in the express sanctions of the act under which a certificate was 
filed. As a result auditing procedures were subjected to Commission 
inquiry only in cases in which evidence came to light that the fi- 
nancial statements had been improperly prepared or carelessly certi- 
fied. In such cases, through field investigations, hearings, and con- 
ferences with the registrant and its accountants, the Commission 
ascertained the adequacy of the auditing procedures that had in fact 
been followed. 

The early experience with financial statements filed with the Com- 
mission appeared to justify this approach. There were only a few 
cases in which certain accountants were criticised for failure to follow 
generally accepted auditing procedures applicable in the circum- 
stances or for a failure to disclose in their certificates various im- 
proprieties in the financial statements being certified or inadequacies 
or limitations in the scope of the audits on which their certificates 
were based. Of special significance was the Interstate Hosiery Mills 
case in which the Commission set forth its views as to the relative 
responsibilities of a registrant and its management and a certifying 
accountant in assuring the accuracy of financial statements. The 
Commission stated in its decision that the fundamental and primary 
responsibility for the accuracy of information filed with the Com- 
mission rests upon management, and the employment of independent 
public accountants, however reputable, is not a substitute for manage- 
ment’s accounting of its stewardship but instead, serves as a check 
on that accounting. 

The decision in that case does not mean that the responsibilities of 
the certifying accountant are in any way lessened. The accountant 
has duties and responsibilities of an order distinct from those of 
management. As the Commission stated in Im the Matter of Cornu- 
copia Gold Mines,” an accountant’s certificate performs the high 
function of giving meaning and reliability to financial statements and 
of increasing the likelihood that those statements will not be mislead- 
ing or untrue. In short, when the accountant submits his certificate he 





58FTC, Rules and Regs. under the Securities Act of 1933, July 6, 1933, article 15. 
594 S.E.C. 706 (1939). 
601 S.E.C. 364, 367 (1936). 
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takes full responsibility for the opinions expressed therein with re- 
spect to the propriety of the financial statements. 


The early cases* scarcely presaged the developments that grew 
out of the fraud perpetrated by Coster-Musica and others in the Mc- 
Kesson & Robbins case. The fact that, notwithstanding an annual 
audit by a reputable firm of certifying accountants, officials of this 
company had through collusive schemes been able to milk the com- 
pany of millions of dollars, overstate its assets by almost $20,000,000 
and each year report large profits from the operations of a non- 
existent crude drug business, raised serious doubts as to the adequacy 
of existing auditing procedures. As a result of the Commission’s 
preliminary investigation it issued an order directing that public 
hearings be held to inquire into the auditing aspects of the case. 


Disclosure of the fraud resulted in an unprecedented public in- 
terest in the adequacy of the protection afforded investors by the 
certification of financial statements. It also engendered serious and 
searching discussion in professional accounting circles.* As the facts 
of the case unfolded, it became apparent that the fraud could not have 


61 Inadequate examination made by independent public accountants: 
A. Prior to 1940: 

Big Wedge Gold Mining Co., 1 S.E.C. 98, 108 (1935); Franco Mining Corp., 1 
S.E.C. 285, 289 (1936) ; Mining and Development Corp., 1 S.E.C. 786, 793 (1936) ; 
Livingston Mining Co., 2 S.E.C. 141, 148 (1937); National Boston Montana Mines 
Corp., 2 S.E.C. 226, 249 (1937); Metropolitan Personal Loan Co., 2 S.E.C. 803, 
812 (1937); Petersen Engine Co., Inc., 2 S.E.C. 893, 905 (1937); Monroe Loan 
Society, 3 S.E.C. 407, 410 (1938); Platoro Gold Mines, Inc., 3 S.E.C. 872, 878 
(1938) ; Interstate Hosiery Mills, Inc., 4 S.E.C. 706, 711 (1939). 

B. After 1940: 

Illinois Zinc Co., 6 S.E.C. 850, 852 (1940); Reiter-Foster Oil Corp., 6 S.E.C. 1028, 
1054 (1940); The Republic Co., 6 S.E.C. 1062, 1076 (1940) ; American Tung Grove 
Developments, Inc., 8 S.E.C. 51, 61 (1940); National Electric Signal Co., 8 S.E.C. 
160, 165 (1940); Associated Gas & Electric Co., 11 S.E.C. 975, 1051 (1942); SEC 
Accounting Ser. Release No. 48, Feb. 12, 1944; Red Bank Oil Co., 21 S.E.C. 695, 
699 (1946); Tucker Corp., 26 S.E.C. 249, 261 (1947); Drayer-Hanson, Inc., 27 
S.E.C, 838, 843, 852 (1948); SEC Accounting Ser. Release No. 68, July 5, 1949; 
SEC Accounting Ser. Release No. 73, Oct. 30, 1952; Adolf Gobel Inc., 35 S.E.C. 535, 
537 (1954); S.E.C. Accounting Ser. Release No. 77, Feb. 19, 1954. 

62 SEC, Report IN THE MATTER OF McKesson & Rosstns 2 pts. (1940). Part I— 
Testimony of Expert Witnesses (1939)—contains a complete transcript of the testi- 
mony of twelve accountants called by the SEC to state their expert opinion on 
various phases of the public practice of auditing. The questions (approximately 100) 
asked each witness were based on the information set forth as minimum audit re- 
quirements in the pamphlet Examination of Financial Statements published by the 
American Institute of Accountants. The purpose of this part of the hearing was to 
determine generally accepted auditing standerds and procedures. Part Il—Report on 
Investigation—contains the inquiry made into the audit made by the certifying ac- 
countants and the extent to which prevailing and generally accepted standards and 
requirements of audit procedure were adhered to by them in the preparation of the 
financial statements filed with the Commission. 


63 SEC, Report supra note 62, pt. II, appendix A. 
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been perpetrated had the accountants physically inspected inventories 
and corresponded directly with debtors to confirm amounts reported 
as accounts receivable. The testimony of expert witnesses at the 
Commission’s hearing indicated that these procedures, while frequent- 
ly employed and generally recommended by accountants, were not 
considered normal and necessary procedures by the accounting pro- 
fession. However, several months later the membership of the Ameri- 
can Institute of Accountants, in an action directly traceable to the 
impact of the McKesson & Robbins case, approved a statement en- 
titled Extensions of Auditing Procedure® which contained the 
recommendation that physical inspection of inventories and confirma- 
tion of receivables should henceforth be considered standard auditing 
procedures. 

At the conclusion of its hearings the Commission published a 
transcript of the testimony of the expert witnesses and a report on its 
investigation. In its report the Commission found that the account- 
ants had “failed to employ that degree of vigilance, inquisitiveness, 
and analysis of the evidence available that is necessary in a professional 
undertaking. . . .”®’ Also, the Commission recommended a material 
advance in the development of auditing procedures whereby the facts 
disclosed by the records and documents of the firm being examined 
would be to a greater extent checked by the auditors through physical 
inspection or independent confirmation. Particularly, it was the 
Commission’s opinion that auditing procedures relating to the in- 
spections of inventories and confirmation of receivables, which prior 
to the Commission’s hearings had been considered optional steps, 
should, in accordance with the resolutions already adopted by the 
various accounting societies, be accepted as normal auditing pro- 
cedures in connection with the presentation of comprehensive and 
dependable financial statements to investors.” 

Another direct result of the McKesson case was a thorough over- 
hauling of the accountant’s certificate with a view to clarification and 
improvement. The bulletin Extensions of Auditing Procedure con- 


64 SEC, Report supra note 62. 

65 AIA, Report ON EXTENSIONS OF AUDITING ProcepuRE (Report of May 9, 1939, 
as modified and approved at the annual meeting Sept. 19, 1939.) 

66 SEC, REportT supra note 62. 

67 SEC, Report supra note 62, pt. II at 443. For a summary of this report see SEC 
Accounting Ser. Release No. 19, December 5, 1940. 

68 Jd. at 445. 

69 bid. 
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tained certain recommendations in this regard. However, the 
Commission’s report on the McKesson investigation recommended 
far-reaching changes which were adopted in Accounting Series Re- 
lease No. 21 as an amendment of regulation S-X.”° The new rules 
required the certifying accountant to add certain clear-cut representa- 
tions to his certificate. He was thereafter called upon to make a 
positive representation as to whether the audit he performed was in 
conformity with generally accepted auditing standards applicable in 
the circumstances—that is, was at least equal in the scope of procedures 
followed and the manner of their application to that which other 
professional accountants would consider essential in the circum- 
stances. In order to assure that audit programs would be well suited 
to the circumstances of particular cases, the certifying accountant 
was also called upon to state whether any procedure had been omitted 
which in his own individual judgment should have been employed. 
It was required further that departures from “normal” procedures 
should be expressly described. This approach was adopted in prefer- 
ence to its alternative, the enumeration of the specific procedures 
followed, since the latter would result in a cumbersome catalog of 
technical phrases of little value to the ordinary investor in indicat- 
ing the adequacy of the audit. On the contrary, the disclosure of 
specific “normal” procedures that have been omitted and disclosure of 
supplementary procedures employed, together with the reason there- 
for, are a most practicable and helpful means of characterizing the 
scope of the audit performed by the certifying accountant. 

These requirements with respect to accountant’s certificates were, 
of course, mandatory in certificates filed with the Commission but 
were not at first generally observed in certificates prepared for other 
purposes. However, about two years later the membership of the 
American Institute of Accountants voted in favor of eliminating this 
“double standard” in accountants’ certificates and adopted the sub- 
stance of the Commission’s requirements.” 

Subsequent to the McKesson case the Commission issued several 
decisions in which it criticized the auditing practices of certain ac- 
countants. Of the more recent cases the four of particular significance 
were In the Matter of Resources Corporation International,” In the 


70 SEC Accounting Ser. Release No. 21, February 5, 1941; see also AIA Statements 
on Auditing Procedure No. 5 (1941), No. 6 (1941). 


71 ATA Statements on Auditing Procedure No. 12 (1942). 
727 S.E.C. 689 (1940). 
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Matter of Associated Gas and Electric Company," In the Matter of 
Red Bank Oil Company ,"* and In the Matter of Drayer-Hanson, In- 
corporated.” In the Resources case, decided in 1940, the Commission 
found that a representative of the certifying accountants had at one 
time entertained serious doubts as to the legitimacy of the operations 
of the registrant and had communicated those doubts to the supervis- 
ing partner of the accounting firm. The Commission found that the 
certifying accountants failed in the performance of their duties by 
not extending their examination to resolve these doubts. The Com- 
mission also found that the certifying accountants were at fault in that 
they were aware of certain additional facts which were of material 
significance to investors but which were not disclosed. 

The Commission also criticized the accountant’s certificate fur- 
nished in the Resources case. The certificate exempted from its pur- 
view all but $35,000 of assets out of total stated assets of more than 
$9,000,000. The Commission held that such a report is not a “cer- 
tificate” within the meaning of the Commission’s rules. In 1939 the 
American Institute of Accountants had adopted a similar position, 
stating that an accountant should not express an opinion of financial 
statements if his exceptions or reservations are so material as to 
negative his opinion.” 

In Associated Gas and Electric Company™ the Commission severely 
criticized the work of the certifying accountants. The Commission 
found in this case that the audits were inadequate in scope. Moreover, 
the opinions expressed in the accountants’ certificate were not clear 
and were so qualified by exception and explanations as to render those 
opinions nugatory. The Commission was of the opinion that the 
financial statements filed by the registrant were principally intended 
to mystify, baffle, mislead and conceal. The Commission went on to 
say that the audits and certificates of the accountants did nothing to 
prevent the accomplishment of that purpose. 

In Red Bank Oil Company” the accounting firm that certified the 
registration’s financial statements in one year engaged the treasurer 
and bookkeeper of the registrant to do the detailed auditing work, 

7311 S.E.C. 975 (1942). 


7421 S.E.C. 695 (1946). 

75 27 S.E.C. 838 (1948); also issued as SEC Accounting Ser. Release No. 64, 
March 15, 1948. See also SEC Accounting Ser. Release No. 67, April 18, 1949. 

76 ATA, Statements on Auditing Procedure No. 1, p. 11 (1939). 

7711 S.E.C. 975 (1942). 

78 21 S.E.C. 695 (1946). 
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including the preparation of working papers and draft financial state- 
ments. In four other years the detailed auditing work was done and 
working papers and draft financial statements were prepared by an 
accountant employed by the accounting firm. While making the 
audit he failed to investigate transactions between the registrant and 
its parent and affiliates; consequently, there was no disclosure of the 
substantial amounts of receivables and payables which were due 
from or to the parents and affiliates. Furthermore, he did not 
apply to his overall examination “that critical and objective analysis 
which is the obligation of an independent public accountant.” In 
four years no adequate review was made of the auditing work by 
either the head of the certifying firm or by the certified public ac- 
countant employed expressly for the purpose of reviewing the work- 
ing papers prior to the issuance of the firm’s certificate. 

Prior to this case the Commission had said little in its published 
opinions about the situation where an accountant acts as principal 
certifying accountant on financial statements where part of the ex- 
amination is made by another accountant. In the Red Bank Oil case 
the principal accountant was in Dallas, Texas. He did not audit the 
Houston unit of a consolidated subsidiary. That unit was audited 
by a firm of accountants located in that city. 

The Houston unit accounted for 70 per cent of consolidated sales 
and 45 per cent of consolidated assets. The principal accountant 
was not familiar with that unit’s accounts and the auditing procedures 
followed by the Houston accountants. He was satisfied to incor- 
porate bodily the report of such accountants in his working papers 
and overall financial statements without further study. He did not 
disclose fully in his certificate that he relied on the Houston account- 
ants. As to this point the Commission said that it was 


wholly clear that where an accountant undertakes to express his 
opinion in part in reliance on reports of other accountants, it is 
essential that he have far more knowledge of the underlying facts 
and of the accounting principles followed than was exhibited here. 
Lacking such knowledge, it is impossible for him to express an in- 
formed judgment as to whether the figures reported to him by other 
accountants have been properly included in the consolidated state- 
ments. ... We also believe that the principal accountant is not in 
a position to express an informed opinion as to the financial state- 
ments where he excluded from his review so large a part of the 
revenues and assets.*® 


79 Id. at 702. 
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In Drayer-Hanson, Inc.® it was determined that a registration 
statement which had become effective, contained untrue state- 
ments of material facts. Furthermore it omitted to state the 
necessary material facts to make the facts disclosed in the statement 
not misleading. The registration statement when it became effective 
on December 11, 1946, contained a certified balance sheet for the 
predecessor partnership as of April 30, 1946, and a certified profit 
and loss statement for the 10 months then ended. In June 1947 the 
company and its independent accountants informed the Commission 
that the controller of the company had discovered an overstatement 
in the inventory of work in process and fabricated parts of approxi- 
mately $97,000 which resulted in a similar overstatement of partner- 
ship net worth and net income reflected in the statements referred to 
above. Re-examination by the auditors indicated the overstatement to 
be approximately $85,000 in an inventory item of $244,000 and in 
net income of $181,000 shown in the erroneous statements. The com- 
pany had not taken a physical inventory of work in process since 
December 31, 1944; hence the auditors had not been able to employ 
the generally accepted auditing procedure of observing the inventory 
taking, but stated in their certificate that they had made tests of 
selected items subsequently to assure themselves of the existence of 
the inventory and of the adequacy of the related accounting data. 
However, the alternative procedures employed by the auditors did 
not disclose the failure of the registrant to give effect to all partial 
shipments from work in process. The Commission concluded that 
under the circumstances of this case there was no justification for 
the omission of the inventory taking. It was concluded further that 
in view of the manner in which the audit work was done the ac- 
countants were not justified in stating in their certificate that they 
had no reason to believe that the inventories as set forth in the state- 
ments were not fairly stated. 


80 27 S.E.C. 838 (1948). 








LEGAL ASPECTS OF THE PUBLIC OFFERING OF 
FOREIGN SECURITIES IN THE UNITED STATES 
MARKET 


Jobn R. Stevenson* 
Sullivan & Cromwell, New York 


I. INTRODUCTION 


The volume of foreign securities offered in the United States 
market has varied significantly over the years. While there were a 
number of foreign government issues marketed in the United States 
prior to World War I, including the ill-fated Imperial Russian bonds,’ 
as well as very large amounts of British Government bonds marketed 
after the outbreak of war,” it was in the nineteen-twenties that the 
volume of foreign securities offered in this country reached its 
zenith.® 

This was, of course, prior to the advent of the Securities and Ex- 
change Commission and in those days the legal problems involved 
were basically foreign law problems as to the validity of the securities 
offered and the effectiveness of the underlying security. Consequent- 
ly, most of the legal work involved was done in Europe or Latin 
America and a number of New York law firms maintained offices 
in various European and Latin American capitals in order to work 
directly with local lawyers in preparing the legal documents govern- 
ing the authorization and issuance of the securities. In the thirties, 
following the large scale defaults in foreign dollar bond issues* there 





* A.B., Princeton, 1942; LL.B., 1949; Editor-in-Chief Law Review, 1949; Lecturer 
in International Law, 1950; D. Jur. Sc., 1951; Columbia Law School, Members of the 
New York Bar. Based in part on an address delivered before the Washington Foreign 
Law Society on January 24, 1959. 

1 They were repudiated by the Soviet Government in 1918. MapDEN AND NADIER, 
Foreicn Securities 240 (1929). 

2See NussBaAuM, Money IN THE Law 424 (1950); 103 ComMMeRcIAL AND FI- 
NANCIAL CHRONICLE 703 (1916). 

3 For a description of the offering and sale of foreign securities in the United 
States during this period, see Hearings Before the Senate Committee on Finance on 
Sale of Foreign Bonds or Securities in the United States, 72d Cong., 1st Sess. (1931- 
1932). 

4 The vast improvement since World War II in the overall position of these de- 
faulted foreign dollar bonds is indicated in the latest report of the Foreign Bonp- 
Ho pers’ Protective CounciL: Report, 1955 THroucu 1957, at xxvi (published June 
30, 1958) : 

in nations in the Western Hemisphere are serving their external dollar 
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were only a few foreign issues of any consequence registered under 
the Securities Act and sold in the United States.° 

Since World War II, apart from a small number of foreign govern- 
ment issues in 1946 and 1947 and a large volume of Canadian govern- 
mental and corporate issues which are actually more akin to domestic 
than foreign issues and are so considered for the purposes of this 
article, it was not until 1954 that European issuers returned to the 
New York market in any significant volume. However, commenc- 
ing in that year the interest in foreign dollar securities has increased 
markedly and 1958 was by far the most important year since the 
1920’s for the public offering in this country of foreign securities. 
In 1958 a total of over $250 million of dollar bonds of foreign 
governments and political subdivisions were registered under the 
Securities Act of 1933 and marketed by United States underwriters, 
while capital shares with an aggregate subscription price of over 
$240 million of European corporations were registered in connection 
with international subscription offerings to stockholders here and in 
Europe. Excluded for this purpose are both Canadian issues* and 
borrowings by the State of Israel through bonds sold outside the usual 
underwriting channels. 

There are three general areas of legal problems in connection with 
the public offering of foreign securities issues in the United States: 
Problems having to do with the validity and provisions of the security 
itself; the contractual arrangements between the issuer and the under- 
writers and between the underwriters and dealers; and finally,—and 
representing by all odds the most significant change since the 1920’s— 


compliance with the requirements of the United States Securities 
Act of 1933. 


bonds either on a full service basis or an adjusted service basis. . . . All non- 
Communist nations in Europe with the sole exception of Greece, are servicing 
their dollar bond obligations. No “Communist dominated” nation or area in 
Eastern Europe is servicing its dollar bonded debts or has taken steps to do 
so during the past three years, but all, except the Soviet Union itself, have 
recognized in one way or another the dollar obligations issued by predecessor 
governments. Yugoslavia which falls in a special category has recognized her 
bond obligations . . but has attributed her continuing default during the 
past decade to weak jnternal economic conditions and shortages of dollar ex- 
change. In Asia and the rest of the World, only China remains in default. 
Defaults arising out of the Great Depression have left the scene. The de- 
faults which remain are rooted basically in the dislocations arising out of 
war, aggravated by Communist inspired Civil War in Greece and by Com- 
munist influences on Eastern European nations and on 
5 Among these were four issues of the Argentine Republic, ag: gating ey 000,000 
and three issues of the Kingdom of Norway, aggregating $77, $77 500.000 See Foreicn 
BonpHOLDERS’ Protective CounciL, ANNUAL Report, 1940, at 12, ‘57. 
6 Amounting to more than $430 million in 1958. 
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Il. Foreign SEcurITIES—THEIR VALIDITY AND TERMS 


While the United States lawyer today usually spends relatively 
less time on questions relating to the validity and provisions of 
foreign securities than on matters relating to registration under the 
Federal Securities Act, this is still the single most important task that 
he must perform. 

The basic legal questions regarding the due authorization of the 
issuance of foreign securities are matters of foreign law on which the 
American lawyer must in the final analysis rely on the opinion of 
foreign lawyers. However, the American lawyer should, as a 
minimum, assure himself of the ability and competence of the foreign 
lawyer on whom he and his clients are placing reliance and should 
himself understand the authorizing procedure and review any trouble- 
some questions and work out their solutions with his foreign col- 
league. 

In the case of governmental issues the basic procedure is, of course, 
usually a matter of constitutional law requiring some consideration 
of the constitution of the foreign country in question. In almost all 
instances, legislative authorization is required for foreign borrowing. 
However, the constitutional provisions and practices of different 
foreign governments vary with respect to whether an individual 
bond issue is specifically authorized’ or is floated on the basis of 
a general borrowing authorization® covering issues in various cur- 
rencies contracted over one or more years. 

Under the law of some countries, particularly where the initial 
legislative authorization is very general, it may also be necessary to 
obtain specific approval of the government or, in the case of con- 
stitutional monarchies, the King-in-Council. In many civil law 
countries, once the legislature and, if necessary, the government or 
King-in-Council, have granted a more or less broad authorization 
to the Minister of Finance or other appropriate minister, he has com- 
plete authority to proceed to determine the specific terms of the issue 
and to authorize all the necessary official action in connection there- 
with, including the signing of the purchase agreement and bonds, the 
filing of the registration statement with the Securities and Exchange 
Commission, the listing application to the New York Stock Exchange 
and the various other official acts required, most of which are per- 


7 Const. OF THE KINGDOM oF DENMARK § 43. 
8 Const. oF Norway § 75(b). 
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formed not by the minister himself but by other officials of his 
ministry, or the ambassador, or consul in this country. 

In the case of municipalities, the authorizing procedure is usually 
stipulated by a national statute rather than the constitution and is 
usually somewhat more complicated, involving action not only at 
the municipal level by the city council or other representative body 
or bodies but also frequently by provincial® or central government 
authorities.” Accordingly, if authorizations at the various govern- 
mental levels are not drafted in sufficiently broad terms, any last 
minute changes in the amount or other terms of the issue, may create 
serious problems in getting the necessary changes in the legal au- 
thorizations before the scheduled public offering date for the securi- 
ties. 

In the case of corporations, the basic legal problems in connection 
with the authorization of the securities are very similar indeed to the 
problems the corporate lawyer faces in the United States, including 
making certain that their issuance complies with the appropriate 
sections of the Commercial Code and other relevant statutory laws, 
and with the articles of association which, in the case of many 
European companies embody in one document both charter and by- 
laws provisions. 

In drafting the provisions of the securities issued by European 
issuers, United States counsel must work very closely with their 
European colleagues in adapting the requirements of United States 
institutional and other investors to the practical possibilities under the 
legal system of the country of the issuer. 

In the case of government bonds, the problem is a fairly simple 
one. Foreign governments have only rarely since World War I 
pledged their assets or revenues as security for their issues, and in- 
vestors have placed their primary reliance on the express pledge of the 
borrowing government’s full faith and credit. Restrictions on govern- 
ments’ operations comparable to those included in corporate bond 
indentures are most unusual, even in the case of municipalities. How- 
ever, two special provisions may be of interest. 

One is the so-called “negative pledge clause.” It has been custom- 
ary for United States underwriters, although not themselves obtaining 
any security for the issue they are buying, to request a foreign 


® City of Amsterdam. SEC Registration Statement No. 2-1388611 (1958). 


10 Act Concerning Local Government in Municipalities, Nov. 12, 1954, §§ 51, 59, 
[1954] (Oslo, Norway). 
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government to agree not to secure any future borrowing with a 
pledge of assets or revenues unless the issue such underwriters are 
buying will also be secured equally thereby. The principal points 
of difference in the negative pledge clauses have been whether or not 
the negative pledge covers only foreign or all borrowings by the 
government, whether or not it covers the borrowings and assets and 
revenues of political subdivisions and independent agencies as well 
as those of the central government, and whether or not any excep- 
tions for purchase money mortgages and the like are included. It is 
difficult to generalize as to the provisions included, although it is fair 
to say that the necessity for specific exceptions, particularly for 
purchase money mortgages, is increased if the negative pledge ex- 
tends beyond the central government itself. For, while it is some 
what unusual for a central government to pledge its assets or, more 
important, its revenues, political subdivisions frequently pledge the 
revenues or assets of specific projects to secure financing in connec- 
tion therewith. 


A second interesting provision is the so-called multiple currency 
clause. A great many government bond issues floated in the European 


capital markets before World War I provided for payment, at the 
option of the holder, in fixed amounts of various currencies." Multiple 
currencies issues were not so common in the twenties and have been 
rather infrequent since that time in the case of securities sold in the 
United States market."* However, it may well be that they will 
become much more prevalent as interest grows in securities issues 
floated simultaneously in the United States and abroad, and if the 
relative strength and stability of European currencies continue to 
increase. 


The principal legal problem in connection with an offering in this 
country of a multiple currency issue providing for payment in fixed 
amounts of various foreign currencies as well as dollars is the Joint 
Resolution of Congress of June 5, 1933,’* abrogating gold clauses in 


11 Nussbaum, op. cit. supra note 2, at 299. 


12 The issue of Republic of Austria 544% External Sinking Fund Dollar Bonds 1958 
is the most recent example. SEC Registration Statement No. 2-14533 (1958). 

13 This resolution provides in part as follows: 
Every provision contained in or made with respect to any obligation which 
purports to give the obligee a right to require. payment in gold or a particular 
kind of coin or currency, or in an amount in money of the United States 
measured thereby, is declared to be against public policy; and no such pro- 
vision shall be contained in or made with respect to any obligation hereafter 
incurred. Every obligation, heretofore or hereafter incurred, whether or not 
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obligations expressed in United States dollars, and which the Supreme 
Court, by two 5 to 4 decisions in 1939,'* found applicable to certain 
multiple currency obligations of United States corporations. 

Justice (later Chief Justice) Stone, speaking for himself and the 
other three dissenting justices, wrote a particularly strong dissenting 
opinion*® and the Supreme Court’s decisions were also much criticised 
by the writers in this field.* However, since that time there has been 
no reconsideration of the matter by the Supreme Court or delimitation 
of the exact thrust of its opinions. Accordingly, it would seem that, 
for the present at least, certain types of multiple currency obligations 
may be of doubtful enforceability in United States courts, as, for 
example, a multiple currency bond issued by domestic corporations 
or which provides for payment in New York, at the option of the 
holder, in fixed amounts of two or three foreign currencies as well 
as dollars. On the other hand, an entirely different factual situation 
is presented where the issuer is a foreign corporation or foreign 
government, the securities provide for payment in the various foreign 
currencies at the offices of sub-fiscal agents or paying agents in the 
respective foreign countries and the issue is in fact offered, to a 
certain extent, in such countries. It would seem unlikely that United 
States courts would apply the Congressional Joint Resolution in 
such a fact situation. 

Moreover, where both a foreign government or corporation and 
a foreign place of payment are involved, what the bondholder, as a 
practical matter, is concerned about is not the enforceability in 
United States courts of the foreign currency option, but rather its 
validity in the foreign place of payment and in the issuer’s country. 
This is, of course, primarily a matter of foreign law and of receiving 
assurance from foreign counsel in the issuer’s country and foreign 
place of payment that the courts in their respective countries would 
regard the foreign currency option as valid and binding. Foreign 
counsel will generally be greatly assisted in reaching this determina- 
tion on the basis of their own internal law and without regard for 


any such provision is contained therein or made with respect thereto, shall be 
discharged upon payment, dollar for dollar, in any coin or currency which at 
the time of payment is legal tender for public and private debts. 48 Stat. 
113 (1933), 31 U.S.C. $ 463 (1952). 
14 Guaranty Trust Co. v. Henwood, 307 U.S. 247 (1939); Bethlehem Steel Co. v. 
Zurich General Ins. Accident & Liability Ins. Co., 307 U.S. 265 (1939). 


15 Guaranty Trust Co. v. Henwood, supra note 14, at 260. 


16 NUSSBAUM, op. cit. supra note 2, at 435; MANN, THE LeGaL Aspect oF MONEY 
157 (2d ed. 1953) ; 3 Raper, THe Conriicr or Laws 45 (1950). 
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any possible applicability of the Joint Resolution of Congress if the 
bonds contain a clause that the governing law in respect of the foreign 
currency option is the law of the foreign place of payment. Most 
European courts give great weight in private international law matters 
to the intention of the parties." 

Some of the most difficult foreign law questions for United States 
lawyers will, of course, arise when foreign corporations again market 
secured debt securities in the New York market. This has not yet 
occurred’* except in the case of a few Canadian corporations. In view 
of the basic similarity of United States and Canadian law the fact 
that the issuer was Canadian has not itself created as difficult problems 
as may be expected in the case of secured debt issues of European 
companies. 

The closest approximation to secured corporate bond issues has 
been the two bond issues of the High Authority of the European Coal 
and Steel Community”® which, although secured in the first instance 
by the High Authority’s power of levy on the coal and steel enter- 
prises subject to its jurisdiction as well as the reserve funds created 
through this levy, are also secured by a common pledge of the obliga- 
tions of the various enterprises which have borrowed from the High 
Authority and the mortgages or other collateral securing these obli- 
gations. The creation of such an open-end indenture which would 
be effective and workable under the laws of the various member 


172 RABEL, op. cit. supra note 16 at 368; Dicey, Conriict or Laws 717 (7th ed. 
Morris 1958). 


18 Two unsecured debt issues of European companies were registered with the 
Securities and Exchange Commission earlier this year, the 434% Convertible Sub- 
ordinated Debentures Due 1979 of KLM Royal Dutch Airlines (SEC Registration 
Statement No. 2-14757) and the 5%% Sinking Fund Dollar Debentures due June 
15, 1979 (with attached warrants to purchase capital shares) of Montecatini Societa 
Generale per I’Industria Mineraria e Chimica Anonima (SEC Registration State- 
ment No. 2-15187). The Montecatini debentures and the indenture under which they 
were issued contain a number of interesting provisions adapting standard American- 
style provisions to Italian law. Thus, for example, the debentures contain information 
regarding the paid-in capital of Montecatini at the time of issuance of the debentures, 
its corporate purposes and date of the stockholders’ resolution authorizing the issue 
(Article 2413 of Italian Civil Code) and the indenture provides for a debenture- 
holders’ meeting at the request of 5% of the debentureholders (§ 10.03 of the In- 
denture, Article 2415 of Italian Civil Code); the attendance of a Common Repre- 
sentative of the Debentureholders (or in his absence an Italian consular official) at 
the drawing of debentures for redemption by lot (§ 3.02 of the Indenture, Art. 2420 
of Italian Civil Code) ; and that the provisions of the indenture (which include specified 
majorities for certain action) shall apply to meetings of debentureholders called 
under or for any of the purposes provided by Italian law. (Indenture § 10.09 and 
Article 2415 Italian Civil Code). 

19514% Secured Bonds (Seventh Series) registered under SEC Registration 
Statement No. 2-13165 (1957) and 5% Secured Bonds (Eleventh Series) registered 
under SEC Registration Statement No. 2-14183. 
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countries of the European Coal and Steel Community was a re- 
markable bit of creative legal engineering for which Donald Swat- 
land, Esq., of the New York Bar deserves high credit. 

The legal problems in connection with the public offering in the 
United States of the High Authority’s bonds were greatly facilitated 
when the chief counsel of the Division of Corporation Finance of the 
Securities and Exchange Commission agreed with Mr. Swatland and 
counsel for the underwriters that the High Authority was “a foreign 
government or a subdivision, department, municipality, agency or 
instrumentality thereof” within the meaning of the United States 
Trust Indenture Act of 1939 and that it was not necessary to qualify 
the High Authority’s Act of Pledge under the Trust Indenture Act. 

Where capital stock is being issued by a foreign corporation, the 
legal procedures and documents necessary for the issuance of the 
shares depend largely on the requirements of foreign law and the 
corporation’s articles of association, and usually do not involve any 
special complexities. If, however, in addition to the bearer share 
certificates which are customarily held by European shareholders, 
provision is to be made for the transfer and registration of shares 
in the United States and for the appointment of a United States 
transfer agent and registrar as required for shares directly listed on 
the New York Stock Exchange, a number of amendments to the 
corporation’s articles of association and special mechanics must usual- 
ly be worked out in conjunction with foreign counsel. Moreover, 
if dividends are to be paid in dollars, it will be necessary to agree 
on a procedure for fixing the date on which dividends declared in a 
foreign currency are converted to dollars and, at least until the 
recent establishment by most Western European countries of non- 
resident convertibility, to obtain an appropriate exchange control 
license. In order to enable American shareholders to obtain relief 
under international tax treaties from withholding taxes on dividends, 
it will probably also be necessary to work out forms of declaration 
satisfactory to the foreign tax authorities. 


III. UNpERWRITING ARRANGEMENTS 


The second broad area of legal problems involved in the marketing 
of foreign issues in the United States includes the underwriting ar- 
rangements between the prospective issuer and the underwriters as 


20 53 Stat. 1153 (1939), as amended, 15 U.S.C. § 77ddd(6) (1958). 
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well as among the underwriters themselves and various dealers both in 
the United States and abroad. 


The principal additional complexities introduced into these ar- 
rangements where the issuer is a foreign government or corporation, 
rather than a United States issuer, result from the fact that almost 
every offering in the United States market of foreign securities in- 
volves a resale of varying amounts of these securities in various 
European countries by European dealers who purchase the securities 
from United States underwriters. As a result, a number of special 
provisions must be included in the selling agreements with European 
dealers. One is an express provision that the European dealers will 
not act as agents for the underwriters or managers in making sales 
abroad as well as an express disclaimer on the part of the underwriters 
of any responsibility with respect to the right of foreign dealers to 
sell securities in foreign jurisdictions. The reason for these pro- 
visions (together with the underwriters’ practice of effecting all trans- 
actions with the European dealers on a principal basis) is in order 
that the United States underwriters will not have the responsibility 
of qualifying securities for sale or incur liabilities under the securities 
laws of various foreign countries. 


A second provision which is frequently included in European 
selling agreements is the requirement that European dealers not resell 
the securities which they are purchasing in the United States. This 
provision serves to prevent any violation by unregistered foreign 
dealers of the prohibition contained in the Securities Exchange Act 
of 1934 on securties transactions in the United States by brokers 
and dealers not registered under that act** and to comply with the 
Rules of Fair Practice of the National Association of Securities 
Dealers,” which require that foreign dealers to whom the under- 


21 49 Stat. 1377 (1936), as amended, 15 U.S.C. § 780 (1958). 


22. (a) No member shall deal with any non-member broker or dealer except at 
the same prices, for the same commissions or fees, and on the same terms and 
conditions as are by such member accorded to the general public. 

(b) Without limiting the generality of the foregoing, no member shall: 

(1) in any transaction with any non-member broker or dealer, allow or 
grant to such non-member broker or dealer any selling concession, discount 
or other allowance allowed by such member to a member of a registered securi- 
ties association and not allowed to a member of the general public; 

(2) join with any non-member broker or dealer in any syndicate or group 
contemplating the distribution to the public of any issue of securities or any 
part thereof; or 

(3) sell any security to or buy any security from any non-member broker or 
dealer except at the same price at which at the time of such transaction such 
member would buy or sell such security, as the case may be, from or to a 
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writers sell must agree to comply with the Association’s rules in 
making sales in the United States. 

Where foreign underwriters as well as foreign dealers are involved, 
as will usually be the case in an underwritten international subscrip- 
tion offering to shareholders, special arrangements must be made for 
coordinating the activities of the European and American under- 
writers in order to provide for an orderly and simultaneous distribu- 
tion of the securities in the various markets despite fluctuating ex- 
change rates, different methods of underwriting and distributing a 
new issue and the necessity of obtaining within a given time schedule 
the approval of regulatory and capital issues or monetary agencies 
in a number of different countries. 

A single public offering price expressed in United States dollars, 
with sales by foreign underwriters being made either at such price in 
dollars or the equivalent thereof in a foreign currency at the current 
exchange rate at the time of sale, will simplify the managing under- 
writers’ problems in insuring an orderly simultaneous distribution of 
the securities in the United States and European markets. An alter- 
native fixed public offering price in a foreign currency involves the 
risk that fluctuations in the exchange rate between the time the United 
States and foreign currency public offering prices are determined 
(usually just prior to signing the underwriting agreement) and the 
time the securities are actually sold, will result in differences in the 
public offering price in the foreign country and in the United States 
with a consequent increase in arbitrage and other securities move- 
ments between the two markets. 


If sales are made by foreign underwriters in foreign currencies, 
they will assume an exchange risk if the purchase price paid to the 
issuer at the time of the sale and delivery of the securities to the 
underwriters is expressed in United States dollars. Some foreign 
issuers have accommodated foreign underwriters by providing for 


person who is a member of the general public not engaged in the investment 
banking or securities business. 

(c) The provisions of paragraphs (a) and (b) of this rule shall not apply 
to any non-member broker or dealer in a foreign country who is not eligible 
for membership in a registered securities association, but in any transaction 
with any such foreign non-member broker or dealer, where a selling concession, 
discount, or other allowance is allowed, a member shall as a condition of such 
transaction secure from such foreign broker or dealer an agreement that, in 
making any sales to purchasers within the United States of securities acquired 
as a result of such transaction, he will conform to the provisions of paragraphs 
(a) and (b) of this rule to the same extent as —— he were a member of 
the Corporation. .. NASD Manvat D 13 (April 1, 1959). 
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the payment by them of a fixed purchase price expressed in a foreign 
currency (usually the national currency of the issuer). 

In order to comply with the NASD Rules of Fair Practice,”* the 
managing underwriters must, as in the case of sales to foreign dealers, 
obtain the foreign underwriters’ agreement either to make no sales in 
the United States or to comply with the NASD rules in making sales 
in the United States. Moreover, if the foreign underwriters are not 
registered broker-dealers under the Securities Act of 1934, they will 
be prohibited from making direct sales in the United States.** How- 
ever, the SEC has raised no objection to unregistered foreign under- 
writers (i) purchasing securities in the United States for distribution 
abroad, and (ii) participating in the United States in overallotment 
and stabilizing transactions, Shields Plan layoffs,*** transactions with 
other members of the underwriting group, and group sales to dealers 
and institutional investors, providing all such transactions are effected 
for their account by managing underwriters who are themselves reg- 
istered broker-dealers. 

The SEC has also taken the position that its rules regulating trad- 
ing and stabilization during the marketing of issues”® and rights offer- 
ings to shareholders** should be observed in transactions abroad by 
foreign underwriters where the issue is being managed by United 
States underwriters and offered simultaneously in the United States 
and abroad. In the 1958 Royal Dutch Petroleum subscription offer- 
ing, the SEC permitted normal trading in the rights and shares by 
certain European underwriters provided that no such underwriter 
changed its net position by more than 100 shares (or the equivalent 
in rights) at the end of any day.” 

One other question that may arise in connection with the participa- 
tion of foreign underwriters in public offerings managed by United 
States underwriters and in transactions effected on their behalf in this 
country by such managing underwriters is whether or not the pro- 
visions of the Banking Act of 1932%* prohibiting investment banking 


23 Ibid. 

24 Supra note 21. 

24a Suietps & CoMPANY, THE FINANCING oF STocK ISSUES WITH PREEMPTIVE 
Ricuts (1947). See Loss, Securities REGULATION 108 (note 3), 943 (1951). 

2517 C.F.R. §§ 240.10b-5-6 (1949). 

2617 C.F.R. § 240.10b-7 (1949). 

27 SEC Registration No. 2-13809 32 (1958). For a description of this financing 
see Bross and Alpern, International Equity Financing, 15 Bus. Law 440 (1958). 


2848 Stat. 189 (1932), 12 U.S.C. $ 378 (1958). Section 378(a)(1) provides in 
part as follows: 
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firms from engaging “in the business of receiving deposits” in any 
way prevents European commercial banks, which are usually the 
leading investment as well as commercial bankers in their respective 
countries, from participating. The answer would seem to be “no”, 
providing they do not receive deposits in this country. While the 
language of the Banking Act is not explicit, the statutory intent seems 
clearly to have been to strengthen the commercial banking system of 
this country, in part by barring commercial banks from engaging 
in the allegedly more speculative business of underwriting securities 
and not to regulate who may participate in underwriting transactions 
in the United States.”® 


IV. REGISTRATION OF FOREIGN SECURITIES 
Unper Securities Act oF 1933 


The third broad area of legal problems in connection with the 
marketing of foreign securities in the United States is registration 
under the United States Securities Act of 1933*° and the legal prob- 
lems in connection therewith. 

In view of the treatment on page 128 in this symposium of the gen- 


eral requirements of the Securities Act of 1933 with respect to regis- 
tration and problems in connection therewith, this article will be 
limited to a discussion of certain of the additional problems which 
face a foreign corporation or government in registering securities for 
sale in this country. 


... it shall be unlawful— 

(1) For any person, firm, corporation, association, business trust, or other 
similar organization, engaged in the business of issuing, underwriting, selling, 
or distributing, at wholesale or retail, or through syndicate participation, stocks, 
bonds, debentures, notes, or other securities, to engage at the same time to any 
extent whatever in the business of receiving deposits subject to check or to 
repayment upon presentation of a passbook, certificate of deposit, or other 
evidence of debt, or upon request of the depositor ... . 

29 The Banking Act of 1933 was itself entitled “an Act to provide for the safe and 
more effective use of the assets of banks, to regulate interbank control, to prevent 
the undue diversion of funds into speculative operations, and for other purposes.” 
48 Stat. 162 (1933). Neither the Senate nor House reports on this legislation deals 
specifically with the question of its applicability to foreign commercial banks. S. Rep. 
No. 77, 73d Cong., 1st Sess. (1933) and H.R. Rep. No. 150, 73d Cong., Ist Sess. 
(1933). Moreover, the Senate Resolution authorizing the investigation which led 
to the Banking Act of 1933 stated as its purpose “. . . to provide for a more effective 
operation of the National and Federal Reserve Banking systems of the country. 
The inquiry thus authorized and directed is to comprehend specifically the ad- 
ministration of these banking systems with respect to the use of their facilities for 
ise in and carrying speculative securities .. .” S. Res. No. 71, 71st Cong., 1st Sess. 

30 48 Stat. 74 (1933), as amended, 15 U.S.C. § 77 (1958). 
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If the issuer is a foreign corporation, the identical SEC registration 
form is utilized as for United States corporations.** Accordingly, 
the inclusion of any additional material is largely a matter of what 
may be required in order to prevent the information required to be 
stated in the prospectus from being misleading. 

This is, of course, a very difficult question and conceivably the 
financial bar and the SEC could have taken the position that in the 
case of a foreign corporation it was necessary to include general 
economic and political information on the country where the issuing 
corporation is located, thus, in effect, including at least an abbreviated 
version of the registration statements that foreign governments are 
required to prepare. This has fortunately not been the case or the 
prospectuses would be so long as to lose all their practical utility for 
the average investor. However, incidental reference to any particular- 
ly significant economic developments in the foreign country as they 
relate to the business of the particular company are included in the 
same way as similar developments in the United States are included 
in a prospectus regarding a United States company. Moreover, it 
has become general practice to describe briefly any foreign exchange 
controls and foreign taxes that might affect payment of dividends or 
interest in respect of the securities being offered. 

In addition, careful counsel have been at some pains in the sections 
of the prospectus dealing with management and the rights of security 
holders, to go into somewhat more detail than in the case of a domestic 
prospectus and to indicate to American investors some of the basic 
legal differences involved. For example, in the case of management, 
a Dutch corporation is managed principally by a Board of Manage- 
ment (“bestuur”) which has virtually all of the combined powers and 
functions of the board of directors and principal executive officers of 
a United States corporation.** In addition a Dutch corporation may 
have, though it is not required to do so under the Commercial Code,* 
a board (“commissarissen”) which, though it is frequently referred 
to in English as the Board of Directors, serves largely in a supervisory 
capacity. In the case of the rights of shareholders, in view of the fact 
that the vast preponderance of the shares in European companies are 


81 SEC Form S-1. 

82 NETHERLANDS COMMERCIAL Cope $ 47 (“Subject to restrictions under the 
memorandum and articles of association the management is charged with 
the business of the company, with administering its property . . . and with represent- 
ing the company before the courts or otherwise.” ) 

33 NETHERLANDS COMMERCIAL Cope $§ 50. 
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bearer shares and the companies do not usually solicit proxies, it is 
highly unusual to require quorums for shareholders’ meetings of as 
much as a majority of the outstanding shares except for action such 
as amending the articles of association or liquidation, and there is 
usually provision for action at an adjourned or subsequent meeting 
even in the absence of the stipulated quorum. 


Another place in which foreign law is reflected in the prospectus 
is in the matter of the enforceability of liabilities based on the Securi- 
ties Act of 1933. The Securities and Exchange Commission has for 
a number of years required foreign corporations with foreign manage- 
ment and directors to state early in the prospectus that there may be 
difficulties in effecting service in the United States on, or realizing 
on judgments of United States courts against, the corporation and 
its officers and directors (as well as any experts named in the prospec- 
tus) who reside outside the United States. The SEC has usually also 
required an expression of foreign counsel’s opinion as to the en- 
forceability of Securities Act liabilities in the corporate domicile, and 
European counsel have generally expressed doubt as to enforceability 
(whether in original actions or in actions for enforcement of judg- 
ments of United States courts). 

In the case of simultaneous offerings of the same securities in the 
United States and Europe, the question arises as to what amount of 
securities should be registered with the SEC and whether any foreign 
underwriters must be shown as underwriters. In this situation, it 
may be prudent to register the total amount of the offering. It is 
usually very difficult to insulate the two markets and, if the issue 
were more successful in the United States than abroad, part of the 
securities offered in Europe might find their way to the United 
States before the completion of the European distribution,** and 
American dealers reselling such securities might find themselves in 
violation of the Securities Act if the securities offered in Europe were 
not included in the securities registered for sale here. 


If securities being simultaneously offered by European under- 
writers in Europe are registered, the European underwriters should 
be shown in the registration statement as underwriters® and they will 


34 This can also happen, of course, in the case of an issue offered by a foreign 
issuer exclusively in a foreign country (without registration under the Securities Act 
of ye oka. particularly where additional amounts of presently outstanding securities 
are offered. 


33 SEC Form S-1 requires that the principal underwriters (which is defined to 
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have at least theoretical liability for the accuracy of the registration 
statement.*° However, the enforceability of such liability against 
them is somewhat problematic under the private international law 
rules of most European countries. Moreover, unless some of the 
securities purchased by them are in fact sold in the United States, they 
will probably have a good defense based on the provision of section 
11 of the Securities Act*’ that limits each underwriter’s liability to 
the total price at which the securities underwritten by it and dis- 
tributed to the public were offered to the public. In view of the fact 
that the Securities Act is designed to protect United States and not 
foreign investors, this section should be construed as meaning dis- 
tributed to the public in the United States and as limiting foreign 
underwriters’ liability to the aggregate offering price of the securities 
underwritten by them which were in fact distributed in the United 
States. 

The accounting profession has equally if not more difficult prob- 
lems than the lawyers in connection with the registration for sale in 
this country of the securities of foreign corporations. 

The Securities and Exchange Commission has taken a firm position 
that the auditing standards of accountants certifying the financial 
statements included in registration statements must conform to gen- 
erally accepted auditing standards in the United States, and that the 
auditors must be independent.** This may require foreign auditors 
in some countries to perform tests, such as physical verification of 
inventories and obtaining written confirmation of accounts receivable 
which are not customary in that country; moreover, if the auditors 
are not independent by our standards it may be necessary to retain 
new auditors. 

Further complications may arise if the accounting principles applied 
in presenting the required financial information differ significantly 
from those applied in the United States. For example, in many 


include all underwriters in privity of contract with the issuer) must be named 
together with the respective amounts underwritten. 


36 48 Stat. 82 (1933), as amended, 15 U.S.C. § 77(k) (a) (5) (1958). 
87 48 Stat. 907 (1934), as amended, 15 U.S.C. § 77(k) (e) (1958). 


38 The following statement was made by the then Chairman of the SEC, J. Sinclair 

Armstrong, in an address given in Chicago on June 6, 1957, entitled “Highlights in 
Current Financial Reporting.” 
“It is my belief that in our own national interest and in the interest of American 
investors, and in the interest of the American accounting profession to which the 
success of the capital markets owes so much, that the Commission should require, 
in statements filed with it, such companies [foreign issuers] to adhere to our 
auditing, certification and financial reporting standards.” 
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European countries profit sharing distributions to directors and man- 
agements are reflected as distributions of profits rather than as business 
expenses and net earnings are to that extent increased over what they 
would be in a comparable United States corporation. On the other 
hand, a number of leading companies in the Netherlands have, with 
the approval of their auditors, followed replacement rather than 
historical cost methods of depreciating their capital equipment and 
shown smaller profits than if United States principles were applied.** 
In order to present the financial information in a United States 
prospectus in a manner acceptable to the Securities and Exchange 
Commission and on a basis comparable to United States companies 
with which the prospective investor may wish to compare it, it may 
be necessary for a foreign company to restate its accounts in con- 
formity with generally accepted United States principles or show the 
effect on net income of any material differences that would have 
resulted from the application of United States principles.*° In con- 
nection with registration under the Securities Act foreign corpora- 
tions have usually found it advantageous to retain an international 
accounting firm familiar with SEC accounting as their consultants or 
auditors. 

The problems presented by the registration under the Securities 
Act of the securities of a foreign government have no counterpart in 
domestic law practice. The issues of the United States Government 
and its subdivisions are exempt from registration*’ and, while in the 
case of some municipal issues considerable financial information may 
be given, the more usual offering circular is printed on a single sheet 
of paper. However, the securities of foreign governments and their 
political subdivisions publicly offered in the United States market 
must be registered with the Securities and Exchange Commission. 
Moreover, unlike foreign corporations where the SEC’s form for 


389 KLM Royal Dutch Airlines. SEC Registration Statement No. 2-13233 (1957). 
Cf. Dean, Depreciation Under Changing Prices, 65 Harv. L. Rev. 1339 (1952). 

40 This latter approach, which was followed by KLM Royal Dutch Airlines in its 
registration statement, note 39 supra, was praised by Carman G. Blough, Director 
of Research, American Institute of Certified Public Accountants, in J. Accountancy, 
Aug. 1958, pp. 77-78: 

In our opinion, this was quite a satisfactory solution to a difficult problem. 
A company cannot ignore the accounting principles that are generally accepted 
in its own country and should be observed in the financial statements presented 
to its stockholders there, yet prospective investors (and subsequently, any 
security holders) in this country are entitled to know what the results would 
be under our own rules. We think this has been accomplished here in a 
reasonable manner and we compliment those who were responsible for it. 


41 48 Stat. 906 (1934), as amended, 15 U.S.C. $ 77c(a) (2) (1958). 
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domestic corporations’ use may be followed in complying with the 
registration provisions, the SEC has not—and it is believed wisely— 
promulgated any form for foreign governments and counsel to follow. 

The Securities Act of 1933 itself calls for certain basic information 
—such as the outstanding funding and floating debt, a record of 
defaults in servicing the public debt in the last 20 years, receipts 
and expenditures, and the purposes for which the net proceeds are 
to be used.** However, no guidance is afforded regarding the type 
or extent of additional economic, financial and political information 
about the issuer that should be included. Accordingly it has been the 
responsibility of lawyers preparing prospectuses for foreign govern- 
ments to determine as independent professional men exercising their 
professional judgment what additional information in these areas 
should be included in order to satisfy the legal requirement of in- 
cluding all material information necessary to prevent the required in- 
formation from being misleading.** This in the end may come very 
close to including all such basic information about the foreign 
government as, in the judgment of counsel, meets the SEC definition 
of what is material—i.e. facts about which “an average prudent in- 
vestor ought reasonably to be informed before purchasing the security 
registered. as 

Fortunately, it is no longer necessary to start from scratch in this 
area since, as a result of the rather large number of foreign govern- 
ment prospectuses which have been written, there has developed 
what might be called a custom of the trade regarding certain informa- 
tion that should be included, though not specifically required by the 
act or any SEC form. However, the materiality of particular facts 
must be considered in the light of the individual country’s position 
considered as a whole. 

Thus, today the American lawyer working on a proposed securities 
issue by a foreign government finds that he is spending the greater 
part of his time not on the problems of foreign law involved in 
determining the validity of the securities, but in attempting to 
ascertain through conferences with government officials as well as 
the business leaders of the foreign country what are the essential 
material facts about the country’s economic and financial condition. 


42 Schedule B of Securities Act of 1933, 48 Stat. 91, 15 U.S.C. § 77aa (1958). 


43 Securities Act of 1933 § 11(a), 48 Stat. 82, as amended, 15 U.S.C. §77k (a) 
(1958). 


4417 C.F.R. § 230.405 (1949). 
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While the approach will vary with the special condition and 
problems of a particular country, some idea of the wealth of dif- 
ferent problems involved may be obtained by reviewing briefly the 
main items covered in the registration statement of the Kingdom 
of Denmark’s $20,000,000 bond issue earlier this year.*® 

The introductory description of the business terms of the bonds 
and proposed application of the proceeds, is followed by a brief 
description of Denmark’s geography and population, its form of 
government and political parties with their relative strength, and the 
international organizations of which it is a member, including a 
statement as to its NATO responsibilities, liabiliry on its capital 
subscriptions to the International Bank and Fund and regional co- 
operation (including common market negotiations) with the other 
Nordic countries. 

The section on the Economy of Denmark gives Denmark’s gross 
national product and its expenditure and the product of the principal 
Danish industries; discusses the measures taken by the Danish Govern- 
ment to increase the rate of capital investment in industry; sets forth 
wholesale and consumer price indexes and price ceilings, wage agree- 
ments and other factors affecting price levels; and describes Den- 
mark’s agriculture and its foreign markets and Denmark’s industry 
(giving the net value of the production of the principal manufacturing 
industries and indexes of industrial production), shipping, electric 
power, transportation, fishing, social legislation and services, and 
labor unions. 


The foreign trade and international balance of payments informa- 
tion includes Denmark’s balance of payments with all countries as 
well as with the dollar area, the extent of its quota liberalization with 
the Organization of European Economic Cooperation (OEEC) and 
dollar areas, and the distribution of exports and imports among various 
commodities and different countries with an indication of the relative 
importance of trade with the six European Common Market countries 
and with the sixteen other members of the OEEC, with which Den- 
mark was participating in negotiations for a free trade area. A brief 
description of the European Common Market and its effect on Den- 
mark’s foreign trade is also given. 

“Foreign Exchange” includes not merely a statement of reserves 
and rates, but also a description of the recent move toward full 


45 SEC Registration Statement No. 2-14690 (1959). 
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convertibility by thirteen Western European countries (includ- 
ing Denmark) in making their currencies convertible for non- 
residents as from December 31, 1958, and the new system of multi- 
lateral settlements established pursuant to the European Monetary 
Agreement following the termination of the European Payments 
Union. 


The Public Finance section describes Denmark’s fiscal system and 
principal taxes and includes statements of revenues and expenditures 
(both for prior years and current and future budgets). It is followed 
by a statement of the income and expenditure of state enterprises, 
such as the state railways and The Royal Greenland Trading Com- 
pany, and a brief description of certain other companies, such as the 
Copenhagen and Jutland Telephone Companies, in which the King- 
dom holds equity or participating interests. 


The Public Debt section includes tables summarizing the out- 
standing internal and external funded and floating debt, as well as 
guaranteed debt and other liabilities, and also a description of Den- 
mark’s debt record and of its dispute with French bondholders re- 
garding the legal effect of references to gold in certain of its bond 
issues. 


While foreign law may be involved incidentally in the preparation 
of this material, to the extent for example that the description of 
the form of government reflects constitutional law and of the tax 
system the foreign tax laws, the basic legal function is a decision 
as to materiality under the Securities Act of 1933 of foreign economic, 
financial and political data to which the responsible lawyer must 
thoroughly inform himself, followed by the drafting of a summarized 
presentation which will be both accurate and intelligible to investors 
in this country. Some of the first prospectuses on foreign govern- 
ments ran to almost 100 pages and were of more utility to the re- 
search economist than the investor. Today they usually do not 
exceed 50, and while still not travelogues, are frequently the best 
available summaries of economic and financial conditions in the 
respective countries. 

This is not to say that the financial bar is no longer concerned 
with the more purely legal, including foreign legal, aspects of the 
issuance of securities of foreign corporations and governments. The 
lawyer’s first responsibility is still with respect to the validity of 
the securities issued, as to which he must always turn to foreign law 
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and rely heavily on his colleagues abroad. However, the Securities 
Act of 1933, has had the incidental effect of requiring lawyers to 
investigate not only foreign law, but also foreign political and eco- 
nomic conditions, and even foreign accounting. Moreover, partic- 
ularly where the foreign government is itself the issuer, there is 
wide opportunity to discuss the material facts of a foreign country’s 
economy and financial position on a full and frank basis at the highest 
governmental levels. This is a most challenging and interesting ex- 
tension of the lawyer’s traditional role. 





THE SECURITIES EXCHANGE ACT OF 1934 AND 
THE INVESTMENT ADVISERS ACT OF 1940 


Philip A. Loomis, Jr.* 
Director, Division of Trading and Exchanges 
Securities and Exchange Commission 


I. INTRODUCTION 


? 


The Securities Exchange Act of 1934' superimposes a rather com- 
plex regulatory structure upon the intricate and sensitive mechanism 
of the securities markets. The Investment Advisers Act of 1940,? 
by contrast, is a rather simple statute touching on a few aspects of a 
field not yet completely explored. The primary emphasis in this 
article must accordingly be on the earlier and more important 
statute, and even so, it is possible only to sketch some of the major 
provisions and problems. Before doing so, a thumbnail sketch of some 
features of the markets, which condition the whole structure of the 
act may be in order. 

The underlying social and economic elements, such as the rise of 
the great national corporation, the separation of ownership from 
control, the diffusion of share ownership among an increasing seg- 
ment of the population, and the intangible and liquid character of that 


* A.B., 1938, Princeton; LL.B., 1941, Yale Law School. Member of the California 
Bar and the Bar of the Supreme Court of the United States. The author gratefully 
acknowledges the assistance of his colleague, William Taft Lesh, Esquire, of the 
Division of Trading and Exchanges. 


148 Stat. 881 (1934), as amended, 15 U.S.C. §§ 78a-hh-1 (1958). This statute is 
hereinafter sometimes referred to as the “act” or the “Exchange Act”. The author 
throughout this article cites sections of the Securities Exchange Act of 1934. The 
following are the parallel citations to the Statutes at Large and the U.S. Code: 

Section 3, 48 Stat. 882, as amended, 15 U.S.C. § 78c bee 

Section 6, 48 Stat. 885, as amended, 15 U.S. 

Section 7, 48 Stat. 886, as amended, 15 U.S. 

Section 8, 48 Stat. 888, as amended, 15 U.S. 

Section 9, 48 Stat. 889, as amended, 15 U.S. 

Section 10, 48 Stat. 891, as amended, 15 U. 

Section 11, 48 Stat. 891, as amended, 15 U. 

Section 12, 48 Stat. 892, as amended, 15 U. 

Section 13, 48 Stat. 894, as amended, us 
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Section 14, 48 Stat. 895, as amended, 
Section 15, 48 Stat. 895, as amended, 
Section 16, 48 Stat. 896, as amended, 1 
Section 17, 48 Stat. 897, as amended, 15 
Section 19, 48 Stat. 898, as amended, 15 U. 


254 Stat. 847 (1940), as amended, 15 U. S.C. 
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vast share of the national wealth represented by corporate securities, 
are beyond the scope of this article, although in the last analysis these 
are the basic factors in the creation of our present securities markets. 
There are, however, two principal activities in the securities markets, 
the distribution of new issues, and trading in outstanding issues. While 
the two are inter-related, and the same people engage in both, they 
are none the less distinct. The Securities Act of 1933* deals principal- 
ly with distribution of new issues, and the Exchange Act with the 
trading markets. The trading markets in turn are divided into two 
principal segments, the exchange market and the over-the-counter 
market. The exchange market is a development and refinement of 
that age old institution, the public auction. On the major exchanges 
securities are bought and sold in a continuous auction based on bids 
and offers coming in from all over the country. Only members of the 
exchange can effect transactions on the floor and they do so primarily 
as agents for customers, or as sub-agents for other brokers. Each 
transaction is recorded on the nation-wide ticker-tape within minutes 
after it occurs. Only securities admitted to dealing on an exchange 
can be traded there. The usual way for a security to be so admitted 
is for the issuers to “list” it, by entering into a listing agreement with 
the exchange. Modern means of communication and the develop- 
ment of corporations whose. securities are of national interest has 
brought about a concentration of exchange trading on the two ex- 
changes in New York. The New York Stock Exchange accounts 
for about 70 per cent of the number of shares traded on exchanges 
and about 85 per cent of the dollar value of trading. The American 
Stock Exchange, formerly the New York Curb Exchange, which 
generally provides a market for smaller and less “seasoned” issues, 
had 19 per cent of the share volume in 1958 and 7 per cent of the 
dollar volume. All of the other exchanges put together thus have 
only about 10 per cent of the business. The New York Stock Ex- 
change market is a large institution in any sense of the word. Millions 
of shares are traded every day. Stocks of 1100 companies having 
an aggregate market value of about $276 billion are listed there.* 
The over-the-counter market, by contrast, has no such central 
focus. It consists of thousands of broker-dealers who trade among 
themselves and with customers in securities of all types. Almost any 


3 48 Stat. 74 (1933), as amended, 15 U.S.C. §$ 77a-aa (1958). 


SEC Ann. Rep. 59-60 (1958); New York Stock ExcHance, Facr Book 36 
(1959). 
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generalities about the over-the-counter market may be misleading 
because of its diversity. It is the principal market for government 
bonds, federal, state, and municipal® and for high grade corporate 
bonds, preferred stocks, bank stocks and investment company shares, 
Insofar as common stocks of other types are concerned, there are 
all sorts, but the bulk of them are stocks of smaller companies of 
local interest. Transactions in the over-the-counter market are 
ordinarily effected by broker-dealers acting as principals, at prices 
determined by negotiations between the parties. A major institution 
in the over-the-counter market is the broker-dealer who “makes a 
market” in a security. He stands ready to buy or sell in reasonable 
quantities, and other dealers who have orders to buy or sell that 
security come to him, check his price, report back to their customer, 
and if the terms are acceptable, buy from or sell to him, and in turn 
sell to, or buy from, the customer. Subject to the requirements of 
state and federal law, any security may be traded over-the-counter 
if a broker-dealer wants to trade it, and any broker-dealer may do 
business in this market. Exchange members commonly do an over- 
the-counter business as well and listed securities are also dealt in over- 
the-counter. 

The Exchange Act like the Securities Act of 1933, was enacted in 
an effort to eliminate certain abuses in the financial markets which 





5 Government securities, both state and federal, are “exempted” securities under 
section 3(a) (12) of the Exchange Act, 48 Stat. 884 (1934), as amended, 15 U.S.C. 
78c(a)(12) (1958). Generally speaking this means that such securities, and those 
who deal in them, are exempt from the provisions of the act other than the fraud 
provisions of sections 10 and 15(c). The market for United States Government 
securities is primarily a specialized over-the-counter market centering in about a 
dozen specialist dealers and five large commercial banks. The annual volume of 
trading in this market is estimated at approximately $200 billion, or five times the 
total bond and stock volume on all the stock exchanges. See UNiTED STATES TREASURY 
DEPARTMENT—FEDERAL RESERVE SYSTEM, STUDY OF THE GOVERNMENT SECURITIES 
Market (July 1959). 

Banks are a major factor in the government securities market, both state and 
federal. They are largely excluded from the business of dealing in corporate securi- 
ties by the Banking Act of 1933 (Giass-Stegall Act), 48 Stat. 184, 189, as amended, 
12 U.S.C. §§ 24, 378 (1958). 

The Commission has power, by rules and regulations, to add other securities to 
the class of “exempted” securities, either conditionally or unconditionally, and as 
to all provisions which are inapplicable to exempted securities, or only as to some of 
such provisions. This power has been exercised as to registration in certain specialized 
situations, such as short-term warrants. See rules 12a-1 through 12a-5, 17 C.F.R. 
§§ 240.12-1—240.12a-5 (1949), as amended, 17 C.F.R. §§ 240.12a-1, 240.12a-4, 240.12a-5 
(Supp. 1959). In addition rule 3a12-3, 17 C.F.R. $ 240.3a12-3 (1949), has the effect 
of exempting foreign securities, governmental and private, from the provisions of 
section 14—proxy regulation and section 16—insider trading restrictions. These 
exemptions presumably result from the differences of foreign law on these matters and 
difficulties of enforcement. 
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were believed to have contributed to the famous stock market crash 
of October 1929, and to the devastating depression which followed. 
Specifically, the Securities Exchange Act of 1934 grew out of the 
famous investigation into stock market practices by the Senate 
Committee on Banking and Currency between March 1932, and June 
1934.° The final report of the Committee pointed out that between 
September 1, 1929, and July 1, 1932, the total market value of stocks 
listed on the New York Stock Exchange dropped from approximately 
$89 billion to approximately $15 billion, a decrease of $74 billion, or 
83 per cent." The report describes certain abuses in the securities 
markets to which it attributes a considerable share of the responsibility 
for the financial disaster of 1929. Primary among these was the exces- 
sive use of credit in the stock market resulting in speculation upon 
small margins and the sale of securities on a mass scale to meet margin 
calls upon any decline in the market. Another matter considered in 
the report was the extensive manipulation of prices on the exchanges 
by pools, options, and particularly the participation in such pool 
operations by issuers and their management and short-swing trading 
by officers and directors in the stock of their own companies, often 
on the basis of inside information. The report discussed the failure 
of listed corporations to provide adequate information as well as de- 
fects in the operation of the market itself. These were the principal 
problems with which the Exchange Act was designed to deal. 

The statute as originally enacted addressed itself to five main areas: 
First, the control of credit in the securities markets; secondly, the 
regulation of exchanges and of exchange trading; thirdly, the pro- 
hibition of market manipulation, again primarily on exchanges; fourth, 
the requirement of adequate disclosure by issuers of listed corpora- 
tions and the prevention of abuses in the area of proxy solicitation 
and insider trading; and finally, and almost in passing, the regulation 
of trading in the over-the-counter market. In addition, the statute 
created the Securities and Exchange Commission, provided for its 
organization and gave to it certain rule-making and enforcement 
powers. 

The problems sought to be dealt with in the statutes are, of course, 
of great complexity. Not only are securities “intricate merchandise,” ® 





€ Senate Comm. on Banking and Currency, Stock Exchange Practices, S. Rep. No. 
1455, 73rd Cong., 2d Sess. (1934). 

7 Id. at 7. 

8 H.R. Rep. No. 85, 73d Cong., Ist Sess. 8 (1933). 
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but as indicated above the financial markets are an intricate and com- 
plex mechanism. 

The draftsmen of the Exchange Act® adopted a variety of tech- 
niques to meet the varying problems with which the statute deals. In 
some instances there are simply blanket prohibitions of specific acts 
of misconduct, as in the case of manipulation. In other areas the 
technique of registration is employed. Exchanges are required to 
register with the Commission and in order to do so must meet 
specified standards and, similarily, issuers are required to register 
listed securities and in order to do so must make certain disclosures.” 
Perhaps the most frequently employed technique was the grant of 
rule-making power to the Commission, or in the case of credit con- 
trols, to the Federal Reserve Board. Such provisions are framed in a 
variety of ways. In some instances, as in the case of credit controls, 
the content and nature of the proposed regulations are set out rather 
specifically." In other areas, such as proxy solicitation, it is simply 
made unlawful to act in contravention of such rules and regulations 
as the Commission may prescribe as necessary or appropriate in the 
public interest or for the protection of investors.’* In some instances 
such as floor trading, segregation of the functions of brokers and 
dealers and the activities of specialists, it appears that the Commission 
was essentially directed to deal with a problem. 


® The Constitutional foundation of the Exchange Act is based primarily on the 
congressional power to regulate interstate and foreign commerce, and the use of the 
mails. Consequently many of the prohibitions and requirements of the act are con- 
ditional upon the use of the mails or of any means or instrumentality of interstate 
commerce or the use of any facility of a national securities exchange which itself is 
declared to be an institution affected with a national public interest, 48 Stat. 881 
(1934), as amended, 15 U.S.C. § 78b (1958). In the subsequent discussion of specific 
provisions of the act, this qualifying language is usually omitted in the interest of 
simplicity and brevity. In practice, use of the mails or of facilities of interstate com- 
merce is so indispensible to the securities business that the requirement of these “juris- 
dictional facilities” does not significantly narrow the scope of the act. 

The draftsmen of the act were acutely aware of the questions so prominently raised 
in the decade of the 1930’s as to the extent of congressional power to regulate business 
transactions and the draftsmanship reflects a painstaking effort to insulate the statute 
from constitutional attack. See Tracy & McChesney, The Securities Exchange Act 
of 1934, 32 Micn. L. Rev. 1025, 1037 (1934). The validity of the act was upheld in 
Wright v. SEC, 112 F.2d 89 (2d Cir. 1940). See Annot., 85 L.Ed. 506, 543 (1941), for 
other cases upholding particular provisions. 

10 48 Stat. 885 11! as amended, 15 U.S.C. § 78f (1958) ; 68 Stat. 686 ay 
as amended, 15 U.S.C. § 781 (1958); 48 Stat. 894 (1934), as amended, 15 U.S.C 
§ 78m (1958). 

11 48 Stat. 886 (1934), as amended, 15 U.S.C. § 78g (1958); 48 Stat. 888 (1934), 
49 Stat. 704 (1935), as amended, 15 U.S.C. § 78h (1958). 

12 48 Stat. 895 (1934), as amended, 15 U.S.C. § 78n (1958). The regulation of 
proxy solicitation is covered elsewhere in this issue and accordingly will not be 
further discussed here. 

13 48 Stat. 891 (1934), as amended, 15 U.S.C. § 78k (1958). 
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Enforcement tools are provided not only by civil and criminal 
proceedings* but also by provisions for administrative proceedings 
of a disciplinary nature’® and the imposition of civil liabilities.”® 

This structure was soundly conceived and, in the main, has stood 
the test of time notwithstanding frequent proposals for its amendment 
and modification. Although the Exchange Act has been amended 
on four occasions,’” the essential structure remains the same. There 
is, however, one area in which considerable revision has been found 
necessary and further revision may well come. This is the regula- 
tion of the over-the-counter markets. 

The Pecora investigation focused largely upon the exchange market 
as it is evidenced by the title “Stock Exchange Practices”. Regula- 
tion of the over-the-counter markets was apparently thought of as 
primarily necessary to prevent evasion of the scheme of federal regu- 
lation of the exchange markets by the withdrawal of securities or 
transactions into over-the-counter market. Section 15 of the original 
statute sought to accomplish this result by authorizing the Commis- 
sion to prescribe regulations governing the making of markets by 
brokers and dealers otherwise than on an exchange, for the purpose 
of insuring to investors protection comparable to that provided under 
the statutes in the exchange market.’* This section also provided, 
however, that the rules and regulations might provide for the regis- 
tration with the Commission of brokers and dealers making or creat- 
ing an over-the-counter market. It is essentially from this clause that 
the current scheme of over-the-counter regulation has evolved. It 
appears to have been initially contemplated that the Commission 
would compel issuers of unlisted securities to provide disclosures and 
otherwise to observe standards comparable to those required in the 
exchange market by the device of prohibiting brokers and dealers 
from trading in their securities unless they did so. This concept soon 
proved impracticable since it put the sanction on the wrong person. 
The consequence of a failure by an issuer’s management to conform 


14 48 Stat. 899 (1934), as amended, 15 U.S.C. § 78u (1958). 


15 48 Stat. 895 (1934), 49 Stat. 1377 (1936), as amended, 15 U.S.C. § 780 (1958) ; 
48 Stat. 898 (1934), as amended, 15 U.S.C. § 78s (1958); 52 Stat. 1070 (1938), as 
amended, 15 U.S.C. § 780-3 (1958). 


16 48 Stat. 897 (1934), 49 Stat. 1379 (1936), as amended, 15 U.S.C. § 78r (1958) ; 
48 Stat. 899 (1934), as amended, 15 U.S.C. § 78t (1958). 

1749 Stat. 1375 (1936), 52 Stat. 1070 (1938), 58 Stat. 117 (1944), 68 Stat. 686 
(1954), as amended, 15 U.S.C. §§ 78a-hh-1. 

18 Securities Exchange Act of 1934, ch. 404, § 15, 48 Stat. 895; Securities Exchange 
Act of 1934, § 15, as amended, ch. 462, § 3, 49 Stat. 1377 (1936). 
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to the desired standards fell not on the issuer or its management, but 
upon brokers, dealers, and investors who wished to trade in its 
securities..° Consequently, this idea was abandoned in 1936. In its 
place there were inserted sections 15(a) and 15(b) of the statute 
which were based essentially upon regulations theretofore adopted 
by the Commission providing for the registration of brokers and 
dealers and for the revocation or denial of such registration upon 
stated grounds.” At the same time Congress enacted section 15(d) 
which imposes upon certain issuers registering securities under the 
Securities Act of 1933, the obligation to make the reports and dis- 
closures required of listed corporations.** The next step came in 
1938 when the so-called Maloney Act was adopted.”* This provided 
for the creation of so-called national securities associations and their 
registration with the Commission. The essential purpose of such an 
association is to provide an organization for self-regulation in the 
over-the-counter market which will perform a function somewhat 
comparable to that required of the exchanges in the listed market. 
The association’s rules must be designed primarily to promote just and 
equitable principles of trade and to invoke disciplinary power over 
the members to obtain this objective. At the same time section 15(c) 
of the act was considerably expanded to empower the Commission, 
by rules and regulations, to define and prescribe means reasonably 
designed to prevent fraudulent, deceptive and manipulative acts and 
practices and to provide rules with reference to the financial responsi- 
bility of brokers and dealers. 

The end is not yet. There has been a persistent, although to date 
unsuccessful effort, to more nearly equalize the statutory protections 
afforded to investors in the over-the-counter market and in the ex- 
change market. Prominent in this effort were the Frear and Ful- 
bright bills which sought to subject the larger corporations in the 
over-the-counter markets to the same reporting, insider trading and 
proxy requirements as are applicable to issuers of listed securities.” 


19 SEC, Report ON TRADING IN UNLISTED SECURITIES ON EXCHANGES 17-21 (1936). 

20 Ch. 462, Sec. 3, 49 Stat. 1377 (1936). 

21 49 Stat. 1379 (1936), as amended, 15 U.S.C. § 780 (1958). 

22 52 Stat. 1070 (1938), as amended, 15 U.S.C. § 780-3 (1958). 

23In 1946 the Commission made a report to Congress embodying a legislative 
proposal to subject all corporate issuers having three million or more in assets and 
300 or more stockholders to the requirements for filing a registration statement with 
the Commission, submitting periodic reports, complying with the proxy regulations, 
and the statutory prohibitions on insider trading, the same requirements that have 
been applicable to securities registered on a national securities exchange. SEC, A 
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II. ExcHance REGULATION 


A primary object of the statute was to convert the major exchanges 
from “private clubs” to “public institutions”.** To this end all ex- 
changes are required to register with the Commission, unless exempted 
because of their limited size.** Registration is accomplished by filing 
with the Commission comprehensive data concerning the rules and 
operation of the exchange, which must be kept up to date, accom- 
panied by an agreement to comply with the act and the rules there- 
under and to enforce compliance by its members, “so far as is within 
its powers”. The substantive standards which an exchange must meet 
in order to register are brief and rather general. Its rules must pro- 


ProposAL TO SAFEGUARD INVESTORS IN UNREGISTERED SeEcurITIEs (1946). This 
recommendation later was embodied in the Frear Bill, S. 1408, 81st Cong., 2d Sess. 
(1949). After certain amendments to the bills, the Commission’s recommendations 
were supported by representatives of the New York Stock Exchange, the American 
Stock Exchange, the Investment Bankers Association and the National Association 
of Securities Dealers, Inc., but this legislation failed of enactment. Thereafter its 
principles were embodied in the Fulbright Bill, S. 2054, 84th Cong. Ist Sess. (1955), 
which later became S. 1168, 85th Cong., Ist Sess. (1957). The report on this bill, S. 
Rep. No. 700, 85th Cong., Ist Sess., (1957), disclosed that its provisions would apply to 
approximately 650 large corporations, each having at least 1,000 shareholders and 
$10 million in assets, whose shares were not listed or registered on any national 
securities exchange with the result that the companies were not subject to the re- 
porting requirements, proxy regulations or insider trading provisions of the Securities 
Exchange Act of 1934. The purpose of this proposed legislation was to provide in- 
vestors in certain unregistered securities the same protections enjoyed by investors 
in securities registered with the Commission, and thus to eliminate the double 
standard regarding protection of investors that had developed more as a result of 
accident than design. Studies conducted by the Commissicn had shown that the 
corporations to be covered by the proposed bill had been seriously deficient by Com- 
mission standards in reporting financial data to stockholders, and in distributing 
adequate proxy soliciting material. S. Rep. No. 700, supra at 12. However, because 
the Commission noted a lack of sufficient information to determine the necessity for 
applying the profit recapture provisions of section 16(b) to the corporations to be 
covered by the new legislation, these were not made applicable pending further study 
by the Commission, although the reporting requirements of section 16(a) regarding 
insider trading were made applicable to the corporations proposed to be covered. The 
Ses Bill was not enacted and no similar bill has been introduced in the 86th 
congress. 


24 H.R. Rep. No. 1383, 73d Cong., 2d Sess. 15 (1934). 


25 There are now 14 stock exchanges registered under the act and four exempt 
exchanges. Originally 22 exchanges were registered and 10 were exempted. The 
number of exchanges was thereafter reduced by mergers and dissolutions. See 10 
SEC Ann. Rep. 32-34 (1944); 24 SEC Ann. Rep. 56 (1958). Aside from the 
Honolulu Stock Exchange, which is larger than three of the registered exchanges, 
the exempt exchanges are very small. Perhaps statehood will furnish an appropriate 
occasion to re-examine the status of the Honolulu Exchange. 

The orders of exemption for the exempt exchanges contained conditions which 
subject them and their members to obligations and restrictions very similar to those 
applicable to registered exchanges so that the principal effect of exempt status is 
that the issues listed on such exchanges need not be registered and the issuers and 
their managements are thereby relieved from compliance with sections 13, 14 and 16 
of the Exchange Act. See e.g. SEC Securities Exchange Act Release No. 416, Nov. 
14, 1935, covering the Honolulu Exchange. 
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vide for disciplinary proceedings against members for conduct “in- 
consistent with just and equitable principles of trade” ** including 
violations of the Exchange Act and the rules, and it must appear to 
the Commission that “the exchange is so organized” as to be able to 
comply with the statute and that its rules “are just and adequate to 
insure fair dealing and to protect investors.” ** In view of this em- 
phasis on the rules of an exchange it is somewhat curious that no 
mechanism exists in the statute by which the Commission may directly 
require an exchange to enforce its own rules. Theoretically an ex- 
change could set up a superb code and ignore it. 

Once registered an exchange enjoys considerable autonomy. Its 
registration may be suspended only if it violates the Exchange Act 
or fails to enforce compliance by members and issuers of listed securi- 
ties “‘so far as is within its powers.” ** An exchange may adopt such 
rules as it pleases provided they are not inconsistent with the statute 
and the regulations thereunder.” It may select its own members and 
the securities which it will admit to dealings, and it may conduct its 
own disciplinary proceedings. Trading methods also rest to a con- 
siderable degree in the discretion of the exchange subject to the 
specific prohibitions and grants of rule-making power to the Com- 
mission contained in section 11 of the act with regard to trading 
by exchange members for their own account, particularly floor trad- 
ing, and the activities of specialists and odd-lot dealers. Aside from 
this direct power, the principal regulatory authority granted the Com- 
mission over exchange operation is found in section 19. In addition 
to the limited, and never used, authority to suspend or withdraw the 
registration of an exchange, this section contains a rather peculiarly 
constructed jurisdiction over exchange rules. In twelve enumerated 
areas of exchange rule-making, ranging from the listing and delisting 
of securities to the fixing of reasonable rates of commissions, interest 
and other charges, the Commission may request an exchange to make 
“specified changes” in its rules, and if the exchange does not do so, 
the Commission, after notice and opportunity for hearing, is au- 
thorized if it finds such “changes necessary or appropriate for the 
protection of investors, or to insure fair dealing in securities traded 
in, upon such exchange or to insure fair administration of such ex- 


26 48 Stat. 886 (1934), as amended, 15 U.S.C. § 78f (1958). 
27 Ibid. 

28 48 Stat. 898 (1934), as amended, 15 U.S.C. § 78s (1958). 
29 Supra note 26. 
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change, by rules or regulation or by order, to alter or supplement 
the rules of such exchange (insofar as necessary or appropriate to 
effect such changes) in respect of such matters as” the twelve enu- 
merated subjects and “similar matters”.*° 


This subsection is resorted to very rarely—there having been only 
one formal proceeding under it.** The subsection presents a number 
of problems. Is the power substantially limited to the twelve enu- 
merated areas, or do the references to “such matters as” and “similar 
matters”, give the Commission a substantially unrestricted jurisdic- 
tion? The statute seems to contemplate that the Commission shall 
formulate its proposed changes in rules before the hearing, rather 
than, as would seem more logical, after the evidence is in. How 
specific must the “specified changes” be? Are the issues at the hear- 
ing limited to the desirability of adopting the specified changes pro- 
posed by the Commission, or do they include the desirability of any 
changes in the area in question? Can the Commission, after hearing 
the evidence, require the adoption of rules substantially different 
from those originally proposed? Does an exchange have power under 
section 6(c) to modify rules imposed by the Commission under sec- 
tion 19(b), and does this depend upon whether the Commission 
alters the rules by regulation or by order? No ready answers to these 
questions appear, and perhaps we will never have the answers until 
the Commission commences such a proceeding and an exchange 
challenges the result in court. 


In practice the relations between the Commission and the ex- 
changes are not conducted upon any such legalistic basis. Since the 
extensive reorganization of the major exchanges in 1938 and in 1939, 
following the dramatic collapse of Richard Whitney & Co.,** the 
significant exchanges have developed a high sense of public responsi- 
bility and a strong desire to operate in a manner which merits the 
confidence of the public. The exchanges govern themselves and the 
Commission keeps in touch, making informal suggestions for changes 
when this seems indicated, and consulting with the exchanges about 
improvements developed by them. The Commission’s powers under 
section 11 and section 19(b) provide, in the words of former Chair- 


30 Supra note 28. 


( 31In the Matter of the Rules of the New York Stock Exchange, 10 S.E.C. 270 
1941). 


(iss) SEC, Report ON INVESTIGATION IN THE MATTER OF RICHARD WHITNEY 
938). 
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man Douglas, a shotgun, kept behind the door, “ready for use but 
with the hope it would never have to be used.” ** 

In this way the general objectives of the statute for the working 
of the exchange market are accomplished. Manipulation is prohibited 
by law, and the exchanges have various rules designed to prevent 
manipulative practices. Specialists and odd-lot dealers are required 
to be registered with the exchange, and specialists are prohibited from 
effecting transactions for their own account unless reasonably neces- 
sary to maintain a fair and orderly market and from holding options 
for the stocks in which they are registered. Floor trading by mem- 
bers for their own account is restricted by rules designed to pre- 
vent floor traders from dominating the market in any security. Rather 
rigid capital requirements for members have been established and en- 
forced. Customer’s securities which are fully paid for or which 
represent excess margin are required to be segregated. Extensive re- 
ports of various phases of exchange trading are required to be made 
and are available to the Commission. There is a constant effort to 
refine the mechanism of exchange trading and to accommodate it to 
new conditions. Examples are the rather elaborate plans developed 
by the exchanges with Commission cooperation to permit the dis- 
tribution or acquisition through exchange facilities of blocks of securi- 
ties too large to be absorbed or supplied in the regular auction market 
without disrupting that market.** 

The major exchanges, particularly the New York Stock Exchange, 
have also tightened their listing requirements, both to exclude issues 
not suitable for trading on the exchange and to enforce standards 
of corporate conduct towards investors. Issuers are required to send 
annual and interim financial reports to stockholders and to give 


33 DoucLas, DEMocRACY AND FINANCE 82 (James Allen, Ed., 1940). 


34 Rule 10b-2, 17 C.F.R. § 240.10b-2 (1949), as amended, 17 C.F.R. § 240.10b-2 
(Supp. 1959), is one of the Commission’s anti-manipulative rules, in substance pro- 
hibits any person engaged in distributing a security from paying any other person to 
solicit or induce a third person to buy such security on an exchange, except for the 
payment of salaries to regular employees of brokers and dealers. Since the pay- 
ment of compensation to persons and firms soliciting prospective purchasers may 
be essential to any substantial distribution, paragraph (d) of this rule exempts the 
payment of compensation pursuant to the terms of an effective plan filed by an ex- 
change with the Commission. A plan of the New York Stock Exchange under this 
rule was declared effective on August 20, 1953. SEC Securities Exchange Act Re- 
lease No. 4922, Aug. 20, 1953. The present plan of that Exchange is found in New 
York Stock Exchange Rule 392, which is effective under the Commission’s order 
of October 23, 1957, SEC Securities Exchange Act Release No. 5590, Oct. 23, 1957. 
Other exchanges have similar plans. See SEC Securities Exchange Act Release Nos. 
5238, Oct. 11, 1955; 5251, Oct. 31, 1955; and 5252, Nov. 3, 1955; and Release 5590 
supra. 
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prompt publicity to actions of importance to stockholders such as the 
declaration of dividends, stock splits, etc. The New York Stock Ex- 
change has for years refused to list non-voting common stock issues 
and issues in which voting power is inequitably distributed. This ex- 
change has recently gone beyond section 14 of the Exchange Act and 
required issuers of listed securities to solicit proxies for all meetings, 
thus preventing evasion of the purpose of the Commission’s proxy 
rules by the simple device of not soliciting proxies. Since 1955 this 
request has been applied to all new listings.** 


III. Issuers or Listep SECURITIES 


While the principal focus of the statute’s requirements is on ex- 
changes, their members, and brokers and dealers, some of its most 
significant provisions are directed to issuers of listed securities. Sec- 
tion 12 of the Exchange Act prohibits exchange trading in a security 
(other than an exempted security) unless that security is registered 
for such exchange under the act, subject to a limited exception for 
unlisted trading privileges. Registration is accomplished by filing an 
application with the Commission and the exchange, which contains 
“such information, in such detail” as to the issuer and various affiliates 
“as the Commission may by rules and regulations require” as to 
eleven enumerated subjects, including financial statements for three 
years certified by independent public accountants. Although the 
categories of information enumerated in section 12(b)(1) differ in 
some respects from those contained in Schedule A of the Securities 
Act, it has been possible to coordinate the requirements under both 
acts to a very considerable degree so that, except for inapplicable 
items, the disclosure in an application for registration under the 
Securities Exchange Act is essentially the same as in a registration 
statement under the Securities Act.** Issuers of listed securities are 
also required to file annual financial reports, semi-annual statements 


35 See Article III, section 5 of the New York Stock Exchange Listing Agree- 
ment, N.Y. Stock ExcHANGE, ComPANY MANUAL A-28 (March 21, 1958). See also 
N. Y. Stock ExcHANGE, CoMPANY MANuAL A-291 (May 22, 1959). 


36 Compare SEC Form 10 (Application for Registration of Securities on a National 
Securities Exchange) with SEC Form S-1 (Registration Statement under the Securi- 
ties Act of 1933). See SEC Securities Exchange Act Release No. 5243, Oct. 25, 
1955. Rule 12b-35, 17 C.F.R. § 240.12b-35 (Supp. 1959), permits an issuer which has 
a registration statement effective under the Securities Act of 1933 to file an ap- 
plication for registration of its securities on an exchange consisting essentially of the 
Securities Act registration statement together, where necessary, with annual reports 
under the Exchange Act for subsequent periods. 
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of sales and earnings, and so-called current reports upon the occur- 
rence of any one or more of eleven significant events. 

The registration and reporting requirements of the Securities Ex- 
change Act of 1934 thus complement the registration requirements 
of Securities Act of 1933, to establish a comprehensive scheme of 
disclosure to investors. The earlier statute enforces disclosure of 
material facts in connection with the distribution of new issues of 
securities, while the Securities Exchange Act provides continuing 
disclosure concerning issues registered on exchanges. This disclosure, 
moreover, is an essential part of the effort to remedy abuses in ex- 
change trading. Obviously investors can hardly trade intelligently 
unless the material facts about the security are known, and the ab- 
sence of public disclosure of the facts facilitates manipulation, specu- 
lation on inside information, and other improper practices. Responsi- 
ble exchanges sought disclosure even before the statute was enacted, 
but their power to obtain it was limited.*” 

In 1936, Congress extended the reporting requirements of the 
Securities Exchange Act of 1934 to a limited group of unlisted com- 
panies. This was done by requiring each registration statement under 
the Securities Act of 1933 to contain an undertaking by the issuer 
to file the same supplementary and periodic reports as would be re- 
quired if the offered securities were listed, this undertaking to be- 
come operative only if the aggregate offering price of the securities 
registered “plus the aggregate value of all other securities of such 
issuer of the same class . . . outstanding, computed upon the basis 
of the public offering price, amounts to $2,000,000 or more.” ** The 
undertaking is suspended if such aggregate value falls below $1,000,- 
000. This approach, which was one of several suggested by the 
Commission,*® was presumably adopted in order to avoid any con- 
stitutional problem which might have been thought to arise in con- 
nection with direct regulation of unlisted issues and also to bring 
about the reform gradually. The formula, with an assist from infla- 





37 Supra note 24 at 11-12. 

38 Section 15(d) of the Exchange Act, 48 Stat. 895 (1934), as amended, 15 U.S.C. 
780 (1958). 

39SEC, Report ON TRADING IN UNLISTED SECURITIES UPON EXCHANGES 19 
(1936). Possible alternatives suggested in this report included making securities of 
issuers assuming reporting obligations eligible for margin trading, simplifying the 
disclosure requirements under the Securities Act of 1933 for issuers registered under 
section 12 of the Exchange Act, and throwing open the income tax returns of issuers 
of substantial size who declined to register. One may speculate as to why these in- 
direct approaches, rather than the direct one later embodied in the Frear Bill, supra 
note 23, were suggested. 
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tion, has been effective to subject a substantial segment of the larger 
companies in the over-the-counter market to the reporting require- 
ments. At June 30, 1958, a total of 1151 issuers were required to re- 
port under section 15(d). This is about one-third of the active 
domestic issuers of over-the-counter stocks (excluding registered in- 
vestment companies) having more than 300 stockholders. In 1946 
only about 470 companies were required to report under section 
15(d), so that the number has almost tripled in twelve years.** 
Nevertheless, the formula has its anomalies when taken as a measure 
of public investor interest. It takes no account of subsequent in- 
creases or decreases in the value of the stock or the size of the com- 
pany, or of subsequent diffusion or concentration of stock ownership 
and, of course, it does not reach any company, whatever its size and 


importance, which has never had occasion to register under the 
Securities Act. 


The enforcement of the reporting requirements of section 13 as 
to that small minority of issuers who fail to file accurate reports on 
time, has proved to be a troublesome problem. Criminal prosecution 
of the issuer and its management is, of course, possible but this is 
rather heavy artillery and except in aggravated cases such a prosecu- 
tion would have small appeal either to a United States Attorney or to 
a jury. A mandatory injunction may be sought to compel filing 
or correction, although it was not until 1950 that this point was 
established,*? but such proceedings take time and it is somewhat 
difficult to adjudicate the correctness of a report in the context of 
a contempt proceeding.** The only administrative remedy is found 
in section 19(a)(2) which authorizes the Commission to suspend or 
withdraw the registration of a security on an exchange if it finds that 
the issuer has failed to comply with the act or the rules thereunder. 
This remedy is somewhat paradoxical in the reporting case since 
the consequence of a reporting violation is to delist the security, thus 


40 24 SEC Awn. Rep. 61 (1958). 


41SEC, A Proposal TO SAFEGUARD INVESTORS IN UNREGISTERED SECURITIES, supra 
note 23, at 4, n. 7. 


42 SEC vy. Atlas Tack Corp., 93 F. Supp. 111 (D. Mass. 1950). 


43 The trials and tribulations encountered by the Commission in endeavoring to 
compel, by judicial process, the filing of timely and accurate reports by the East 
Boston Company are graphically described in the statement of June 24, 1958 of 
Chairman Gadsby before the Special Subcommittee on Legislative Oversight of the 
House Committee on Interstate and Foreign Commerce. Investigation of Regulatory 
Commission and Agencies, Hearings before a Subcommittee of the House Com- 
mittee on Interstate and Foreign Commerce, 85th Cong., 2nd Sess., (1958). 
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eliminating the obligation to report. The Commission consequently 
will usually invoke this remedy in a reporting case only where the 
issuer seems to be wholly unable or unwilling to discharge its obliga- 
tions.** There is a different and unique sanction in the case of reports 
of unlisted companies filing under section 15(d). Presumably in- 
fluenced by the possible impropriety of a criminal prosecution for 
failure to comply with an undertaking, which seems to be a form of 
contract, Congress made the criminal penalties inapplicable and sub- 
stituted a provision that an issuer who fails to comply with such an 
undertaking “shall forfeit to the United States the sum of $100 per 
day for each and every day such failure to file shall continue.” ** The 
Commission has recently proposed that this provision be extended to 
reports required under section 13 and section 16 but as an alternative 
rather than a substitute for possible criminal prosecution. 


IV. Insiwwer TRADING 


One of the abuses at which the Securities Exchange Act of 1934 
was aimed was speculation by officers, directors, and large stock- 
holders in equity securities of their own companies, often upon the 
basis of so-called “inside” or advance information concerning signif- 
icant changes in the policy or prospects of the corporation. Specu- 
lation upon this basis, as well as participation by such persons in pools 
formed to trade in the stock of their company had been unearthed 
in the investigation of stock market practices which preceded enact- 
ment of the statute.** While it might readily be conceded that such 
activities should be dealt with, how to deal with them efficiently and 
equitably presented a difficult problem. It would be undesirable to 
prevent, or even significantly to discourage, officers and directors 
from holding stock in their companies, and this by definition would 
not be feasible in the case of large stockholders. On the other hand, 
difficulties of proof would make a standard based on actual abuse of 
inside information largely ineffective. Congress adopted in section 
16 of the act a three-fold scheme of deterrence. First, section 16(a) 


44 Compare A. Hollander & Son, 8 S.E.C. 586 (1941), with Great Sweet Grass 
Oils Ltd., 37 S.E.C. 683 (1957). In the former case the Commission permitted cor- 
rection of the reports as an alternative to withdrawal of registration; in the latter, 
the conduct of the respondents was such that the Commission concluded that the 
protection of investors, including potential investors, required unconditional with- 
drawal. 

45 49 Stat. 1380 (1936), as amended, 15 U.S.C. § 78ff (1958). 
46S. Rep. No. 1455, supra note 6, at 55-68. 
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requires officers, directors, and beneficial owners of more than 10 per 
cent of any class of equity security registered on an exchange, to 
report their beneficial holdings and to report any change in such 
holdings by the tenth day of the month following the change. Second, 
section 16(b) provides that, for the purpose of preventing unfair 
use of inside information, any profit realized by such an officer, 
director, or 10 per cent stockholder from any purchase and sale, or 
any sale and purchase, of any equity security of such an issuer within 
any period of six months “shall inure to and be recoverable by the 
issuer.” Suits to recover this amount may be instituted in law or in 
equity by the issuer, or if the issuer fails to do so after request, by 
any security holder in the name of and for the benefit of the issuer. 
A two year statute of limitation is provided and the Commission by 
rules and regulations may exempt any transaction or transactions “as 
not comprehended within the purpose of this subsection.” ** Finally 
section 16(c) makes unlawful any short sale of any such security 
by any such officer, director or 10 per cent stockholder, and includes 
also so-called “sales against the box.” 

Section 16(b) is admittedly a “crude rule of thumb.” ** Recovery 


47In addition to the express power to exempt transactions “not comprehended 
within the purpose” of section 16(b), the Commission’s power under section 3(a) (12), 
supra note 5, to exempt securities from various provisions of the act, has been 
utilized to exempt securities from section 16. In addition to foreign securities exempted 
by rule 3a12-3, supra note 5, this power has been used to exempt transactions by execu- 
tors, administrators, guardians and various other administrators of the estates of 
others, and the regular transactions of odd-lot dealers. Rules 16a-4 and 16a-5, 17 
C.F.R. § 240.16a-4, 5 (1949), as amended, 17 C.F.R. § 240.16a-4 (Supp. 1959). 

The Commission has adopted eight rules exempting transactions from section 16(b). 
In addition rule 16a-10, 17 C.F.R. § 240.16a-10 (Supp. 1959), exempts from section 
16(b) any transaction which the Commission has, by rule, exempted from the re- 
porting requirements of section 16(a). A number of these rules relate to special 
situations such as transactions authorized by the Commission under the Public Utility 
Holding Company Act of 1935 or the Investment Company Act of 1940, mergers of 
parent and subsidiaries, etc. Of particular importance are rules 16b-2, 17 C.F.R. 
§ 240.16b-2, (1949), as amended, 17 C.F.R. § 240.16b-2 (Supp. 1959), exempting 
certain transactions by participants in a distribution of a block of securities in the 
course of the distribution and rule 16b-3, 17 C.F.R. 240.16b-3 (1949), as amended, 
17 C.F.R. § 240.16b-3 (Supp. 1959), which exempts the acquisition of securities 
pursuant to certain bonus, stock purchase, stock option, and other employer plans 
meeting specified standards. In Greene y. Dietz, 247 F.2d 689 (2d Cir. 1957), the 
court expressed doubt as to the validity of the latter rule, essentially upon the 
ground that inside information might be unfairly used in the sale of stock purchased 
under a stock option plan and that the rule exempting such a purchase was therefore 
inconsistent with the statute. Whatever the merits of the particular rule, this seems 
a very narrow construction of the Commission’s power, particularly as there was no 
showing that the possible abuse described had in fact occurred. 

For a comprehensive discussion of section 16 and the cases arising under it see 
Cook and Feldman, Insider Trading under the Securities Exchange Act (pts. 1-2), 
66 Harv. L. Rev. 385, 612 (1953). 

48 Testimony of Mr. Thomas G. Corcoran. 15 Stock Exchange Practices, Hearings 
before Senate Committee on Banking and Currency, 73d Cong., 2d Sess. 6557 (1934). 
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of profits realized within any six-month period occurs whether or not 
any inside information existed or was abused; on the other hand, if 
more than six months elapses between a purchase and sale, there is 
no recovery regardless of the extent to which inside information was 
in fact misused. The subsection is defended as a means of removing 
all temptations for abuse of their position by fiduciaries and to establish 
“a standard so high as to prevent any conflict between the selfish 
interest of a fiduciary officer, director or stockholder and the faith- 
ful performance of his duty.” * 

Despite its apparent simplicity, section 16(b) has been a rather 
prolific source of litigation, particularly in the Second Circuit. Aside 
from procedural problems, there has been presented the problem of 
computing the profit realized, applying the concepts of “purchase” 
and “sale” to atypical situations such as conversions, exchanges, and 
transactions involving options and warrants, and the operation of the 
two year statute of limitations particularly where the required re- 
ports are not filed on time. The Court of Appeals for the Second 
Circuit has given the section a thoroughgoing application in order 
to accomplish its purpose of purging insider profits and removing 
fiduciaries from temptation. Thus that court held that a conversion 
of preferred was a purchase of common.” In computing profit it 
rejected the identification of certificates, or the first-in first-out rules 
followed in income tax cases, as well as a rule of average profit, and 
adopted a rule of lowest price in, highest price out, within six 
months.** This was chosen “to squeeze all possible profit” out of the 
transaction, notwithstanding the fact that its application may result 
in recovery even though the total trading during the period resulted 
in a loss. The court also authorized the allowance of counsel fees 
to a plaintiff stockholder out of the funds recovered by the corpora- 
tion, despite the lack of express statutory provision therefor, and 
cautioned that since the possibility of receiving attorney’s fees will, 
in many cases, provide the sole stimulus for the enforcement of 
section 16(b), such allowance should not be niggardly.™ 


49 Smolowe v. Delendo Corp., 136 F.2d 231, 239 (2nd Cir. 1943), cert. denied, 320 
U.S. 751 (1944). 


50 Park & Tilford Inc. v. Schulte, 160 F.2d 984 (2nd Cir. 1947), cert. denied, 332 
U.S. 761 (1947). 


51 Smolowe v. Delendo Corp., 136 F.2d 231 (2nd Cir. 1943), cert. denied, 320 U.S. 
751 (1944). 


52 Ibid. 
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V. UNLIstep TrRapInc PRIVILEGES 


As noted above, an important policy of the Securities Exchange 
Act of 1934 is to subject issuers of securities traded on exchanges to 
the disclosure and reporting requirements of sections 12 and 13, the 
proxy regulations under section 14, and the insider trading restriction 
of section 16. There is, however, a significant and troublesome ex- 
ception to this policy. This arose from unlisted trading. A security 
could be admitted to trading on an exchange in two ways. The first 
of these was listing, which was done by application of the issuer 
which thereby assumed whatever obligations might be imposed by the 
exchange in the listing agreement. The second is by admission of 
securities to unlisted trading privileges by the exchange on its own 
motion, generally, at the request of a member and without any action 
on the part of the issuer. The New York Stock Exchange had 
abolished unlisting trading in 1910, but it continued to be important 
on the smaller exchanges. In 1936, there were 1735 issues of stock 
listed on all registered exchanges other than the New York Stock 
Exchange, and 1370 stock issues admitted to unlisted trading privi- 
leges. On the New York Curb Exchange (now the American Stock 
Exchange), which was the primary market for unlisted trading, there 
were 691 unlisted stock issues out of a total of 753 stock issues ap- 
pearing on the exchange. Securities admitted to unlisted trading 
privileges are technically deemed to be “registered on a national 
securities exchange” although no application for registration has been 
filed, but they are, and always have been exempted by Commission 
tule from sections 13, 14 and 16. These exemptions are deemed to 
be required because the theory of these three sections is that the duties 
they impose flow from the voluntary assumption of such responsibili- 
ties as a condition to obtaining an exchange market.™ 

The immediate termination of unlisted trading upon enactment of 
the statute was regarded as too disrupting both to the market in these 
securities and to the exchanges. Congress accordingly directed the 
Commission to study the problem and report thereon by January 3, 
1936 and existing unlisted trading privileges were to continue until 
June 1, 1936. The Commission filed its report on January 3, 1936. 
It rejected the idea of terminating unlisted trading altogether, primari- 
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53SEC, REporT ON TRADING IN UNLISTED SECURITIES UPON EXCHANGES 5-6 
(1936). 
54 Jd. at 2 n.4. The rule in question is rule 12f-4, 17 C.F.R. § 240.12f-4 (1949). 
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ly upon the ground that this would simply drive most of the issues 
into the over-the-counter market to which sections 13, 14 and 16 are 
inapplicable and would thus damage the exchange markets without 
bringing about any improvements in the disclosure or other protec- 
tions to investors. Instead it recommended, that it be empowered to 
permit continued unlisted trading in three classes of cases: First, 
securities admitted to such trading before March 1, 1934; second, 
securities listed and registered on another exchange; and third, securi- 
ties as to which there were otherwise available, substantially the same 
protections as are offered by sections 13, 14 and 16. This proposal 
was substantially accepted by the Congress and embodied in section 
12(f) of the act, approved May 27, 1936. The third class of unlisted 
trading has proved unimportant, there being only 14 stock issues ad- 
mitted thereunder in 1958. The second category is very important 
to the regional exchanges, which derive more than half of their issues 
available for trading from this source; primarily issues also listed on 
the New York Stock Exchange. Sections 13, 14 and 16 are, of 
course, fully applicable to these issues which therefore create no 
particular problem. It was anticipated that the number of issues in 
the first category, and particularly the number of them not listed any- 
where, would tend to decline by reason of mergers, redemptions, and 
listing and this has tended to occur. The number of stock issues 
admitted under the first clause and not listed elsewhere has declined 
from 817 at December 31, 1935 to 246 at June 30, 1959. 


VI. Crepir REGULATION 


Sections 7 and 8 of the Securities Exchange Act authorizes the 
Federal Reserve Board to regulate the use of credit for the purchasing 
and carrying of securities, that is, to establish margin requirements. 
There appear to have been two principal purposes for these pro- 
visions; first, to prevent the undue diversion of the credit resources 
of the country into the stock market, as was believed to have occurred 
in the late Twenties, and second, to deter excessive speculation based 
upon too thin a margin.*’ Section 7(c) makes it unlawful for members 
of securities exchanges and brokers and dealers who do business 
through the medium of such members (who include most of the 


55 49 Stat. 1375 (1936), as amended, 15 U.S.C. § 78/ (1958). 
56 See 24 SEC Ann. Rep. 222, 223 (1958). 
57 See S. Rep. No. 1455, supra note 6, at 11. 





rane 





THE SECURITIES EXCHANGE ACT OF 1934 233 


broker-dealers in the country) to extend credit on registered securi- 
ties in contravention of the margin rules and to extend any credit at 
all on unregistered, that is, over-the-counter securities, or without 
collateral.** Section 7(d) prohibits the extension of credit by any 
person for the purpose of purchasing or carrying a security registered 
on an exchange in contravention of the Board’s margin rules.” In 
practice, the Board’s rules under this section, which are contained in 
regulation U® are applicable only to banks. 

The regulations of the Board with respect to the extension of credit 
by brokers and dealers are contained in regulation T® and the sup- 
plements thereto. Insofar as margins are concerned, the Board from 
time to time issues a supplement to the regulation, fixing what it re- 
fers to as the maximum loan value of a registered security. Cur- 
rently, the maximum loan value is 10 per cent of the current market. 
This means that if a customer buys a security worth $100, the broker 
can only loan $10 on it and the customer must put up the other $90. 
Although the Board has power to regulate not only the initial ex- 
tension of credit upon the purchase of a security, but also the amount 
of margin which must subsequently be maintained, it has never ex- 
tended its rules beyond the initial extension of credit except with re- 
spect to the withdrawal of cash or securities from margin accounts. 

Section 4 of regulation T provides for a number of special ac- 
counts which are not subject to the margin requirements. Of these, 
the most important is the exemption provided in section 4(c) for 
special cash accounts. These are accounts in which a customer pur- 
chases a security for cash and include transactions entered into in 


58 The Board is authorized to permit, and in section 4(f)(8) of regulation T, 12 
C.F.R. § 220.4(f)8 (1949), it has permitted loans without collateral or on any 
collateral for purposes other than purchasing, carrying or trading in securities. 
Presumably brokers and dealers rarely loan money for such other purposes. In ad- 
dition, sections 7 and 8 are inapplicable to extension of credit on exempted securities, 


59 The application of sections 7(c) and 7(d) to over-the-counter securities produces 
certain anomalies. Brokers and dealers cannot extend any credit at all for the 
purchase of such securities. Banks, on the other hand, can lend any amount they 
please for such transactions, although limited by strict margin requirements in the 
case of registered securities. 

60 12 C.F.R. $221 (1959). Section 8(a) of the act makes it unlawful for brokers 
and dealers to borrow on registered securities except from member banks, non- 
member banks who have agreed to abide by the Board’s requirements, and other 
brokers and dealers who are subject to the Board’s rules. The Board, on June 15, 
1959, took another step affecting unregulated lenders by amending Regulation U to 
subject to the margin requirements any loan by a bank to a person engaged sub- 
stantially in the business of making loans for the purpose of purchasing or carrying 
registered securities, 12 C.F.R. § 221.3q. Such persons are also made subject to an 
obligation to file such reports as the Board may require, 12 C.F.R. § 221.3j (1959). 
6112 C.F.R. § 220 (1959). 
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reliance upon the agreement of the customer to promptly make full 
cash payment and not to sell the security prior to payment. The 
section further provides that if a customer does not make payment 
within a period which ordinarily is fixed at seven days, the broker- 
dealer must cancel or otherwise liquidate the transaction. In other 
words, in cash transactions, a broker-dealer does not have to receive 
the cash in advance but if he does not receive it within seven days, 
he is usually supposed to sell the customer out. Since the extension of 
credit by broker-dealers on unlisted securities is prohibited, over-the- 
counter transactions are almost invariably entered into in special cash 
accounts. 


Although regulation T is a regulation of the Federal Reserve 
System, the Commission has the responsibility for enforcing it. The 
principal enforcement problem has been that of insuring adherence 
to the requirements for special cash accounts in over-the-counter 
transactions. Quite frequently through inadvertence or indulgence, 
broker-dealers fail to either effect collection or sell the customer out 
within the seven day prescribed period. 


A related restriction upon the extension of credit is found in sec- 
tion 11(d)* of the act. This makes it unlawful for those members of 
exchanges and broker-dealers who do business through the medium 
of such members, who are both brokers and dealers, to effect any 
transaction in which they extend credit on any security which is a 
part of a new issue, in the distribution of which, they have par- 
ticipated within 30 days prior to the transaction. This section is 
not really designed to regulate the use of credit but rather is de- 
signed to prevent broker-dealers who participated in the distribution 
of a security from inducing their customers to purchase it by the 


62 48 Stat. 892 (1934), as amended, 15 U.S.C. § 78k (1958). 


63 The language of section 11(d) has created a number of problems. On its 
face it applies only to “new issues”. The evil at which it is aimed may, however, 
be equally present in secondary distributions. Consequently the term “new issues” 
in this subsection has been given a broad meaning to include secondary distributions 
where the security has been modified by a stock split or other reclassification to 
facilitate the distribution. There is also the problem of defining “participation” and 
determining when it begins and ends. Finally, in the case of distributions of ad- 
ditional shares of an outstanding class, it is almost impossible for a dealer to know, 
after the distribution and during the 30 day period, whether a particular security 
is a part of the new issue, or an outstanding security to which section 11(d) is in- 
applicable. To mitigate this and certain other problems arising under the subsection, 
the Commission has adopted an exemptive rule, 17 C.F.R. § 240.11d-1 (1949), which 
among other things exempts transactions by a broker and dealer not currently 
participating in a distribution if 50% or less of the outstanding securities are subject 
to section 11(d). 
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extension of credit. As its wording reveals, its enactment was related 
to the controversy which existed at the time of the initial enactment 
of the statute, as to whether or not the function of acting as a broker 
and as a dealer should be completely segregated.™ 


VII. Broker-DEALER REGULATIONS 


The keystone of the statutory scheme, insofar as the over-the- 
counter market is concerned was, and continues to be, the registration 
and regulation of broker-dealers doing business in that market. Its 
origin was the original section 15 of the statute which, as noted 
above, was primarily designed to discourage evasion of the plan of 
exchange regulation by withdrawal into the over-the-counter market. 
The section provided, however, that the rules and regulations of the 
Commission might provide for the regulation of transactions by and 
for the registration of broker-dealers making or creating a market 
otherwise than on an exchange. From this little acorn a substantial 
oak has grown during the past twenty-five years. The Commission 
promptly adopted regulations providing for the registration of broker- 
dealers using the mails or facilities of interstate commerce otherwise 
than on an exchange and providing for the denial or revocation of 
such registration on specified grounds. Congress in substance wrote 
these regulations into the statute in 1936," and at the same time added 
a subsection, subsequently expanded in 1938, to prohibit the effect- 
ing of transactions by means of manipulative, deceptive or other fraud- 
ulent devices or contrivances. 

The broker-dealer registration provisions require registration of 


64 Congress was concerned with the fact that where the same person acts both as a 
dealer and as a broker, his own interests may conflict with those of his brokerage 
customers to whom he owes a fiduciary duty. On the other hand it was urged that 
some combination of these functions was necessary, and that its elimination would 
have a substantial impact on the industry. In section 11(e) of the act, Congress 
directed the Commission to study the feasibility and advisability of complete segrega- 
tion and to report by January 3, 1936. The study and report were made, SEC Report 
ON THE FEASIBILITY AND ADVISABILITY OF THE COMPLETE SEGREGATION OF THE FUNC- 
TIONS OF DEALERS AND Brokers (1936). While recognizing the existence of some 
conflicts of interest, the Commission did not recommend complete segregation, but 
instead, announced its intention to exercise its existing powers to control those aspects 
of the problem which were of immediate concern. These included the restriction of 
floor trading in stocks on exchanges and restricting the trading of specialists for their 
own account to that necessary for the performance of their functions. The Commis- 
sion’s program was largely carried out by means of recommendations to the Ex- 
changes for the adoption of exchange rules covering these matters, which recom- 
‘aoa were followed by the exchanges. See 10 SEC Ann. Rep. 41-42, 63 

85 49 Stat. 1377 (1936), as amended, 15 U.S.C. § 780 (1958). See S. Rep. No. 1739, 
74th Cong., 2d Sess. 3 (1936). 
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substantially all over-the-counter broker-dealers. Unlike some state 
laws™ they establish no standards of character or competence but 
permit anyone to acquire and continue registration as a broker-dealer 
unless the applicant or anyone connected with his organization has 
falsified the application, or has been convicted within ten years of 
a crime involving securities transactions or the conduct of a broker- 
dealer business, or is permanently or temporarily enjoined from 
engaging in any conduct or practice in connection with securities 
transactions or, most significantly, has wilfully® violated the Securi- 
ties Act of 1933 or the Exchange Act or any rule thereunder. Even if 
any of these grounds are established, the Commission cannot deny 
or revoke registration unless it finds this action to be in the public 
interest. 


The desire of certain registrants or applicants to withdraw their 
registration or application when confronted with a revocation or 
denial proceeding has created certain procedural problems. Section 
15(b) expressly provides as to registrants, that they can withdraw 
“upon such terms and conditions as the Commission may deem neces- 
sary in the public interest or for the protection of investors.” ® There 


66 At June 30, 1958, there were 4752 brokers and dealers registered, 24 SEC 
Ann. Rep. 81 (1948). The number has since increased to about 4900. 


87 See Loss & Cowett, Bue Sxy Law 276 (1958). 


68 The Commission has consistently held that the term “wilfully” does not require 
evil motive, or even knowing or intentional violation of the law. It is sufficient if 
the broker-dealer knew what he was doing. Thompson Ross Securities Co. 6 
S.E.C. 1111, 1122-23 (1940) ; Jack Goldberg, 10 S.E.C. 975, 981 (1942) ; Henry Leach, 
24 S.E.C. 237, 239 (1946) (broker-dealer need not have knowledge of the rule he 
violated), Carl M. Loeb, SEC Securities Exchange Act Release No. 5870, February 
9, 1959. 

This view has been judicially upheld. In Hughes v. SEC, 174 F.2d 969, 977 (D.C. 
Cir. 1949), the court quoted the following from Dennis v. United States, 171 F. 2d 
986, 990 (D. C. Cir. 1948), aff’d, 339 U.S. 162 (1950) : 

It is only in a very few criminal cases that “wilful” means “done with a bad 
purpose”. Generally it means no more than that the person charged with the 
duty knows what he is doing. It does not mean that, in addition, he must 
suppose that he is breaking the law. 

This view was reaffirmed in Shuck v. SEC, 264 F.2d 358, 363 (D.C. Cir. 1958). 
In this case the Commission had found that Shuck’s actions demonstrated “at the 
least a lack of any real concern about the matter, and negative any conclusion that 
. . . [the conduct] was unintentional or inadvertent”. The court held that this com- 
ported “with the general definition of wilfulness which has been established for 
purposes of the other subsections of Section 15(b)”. 


69 This provision is implemented by rule 15b-6, 17 C.F.R. § 240.15b-6 (1949), 
which provides that a withdrawal does not become effective until 30 days after 
receipt, and suspends the right to withdraw if a revocation proceeding is commenced 
during that period. The Commission’s power to go forward with the proceedings 
notwithstanding a request for withdrawal has been sustained. Guaranty Under- 
writers, Inc. v. Johnson, 133 F.2d 54, 56 (Sth Cir. 1943). Shuck v. SEC, supra 
note 68, at 363. 
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is no comparable provision as to applicants for registration and it 
accordingly has been contended that such applicants have an absolute 
right to withdraw at any time prior to a denial order. The Commis- 
sion does not accept this contention and has expressed the view that 
public interest factors should control.” 

Insofar as broker-dealer regulation is concerned, the statute gives 
to the Commission direct regulatory authority over a limited number 
of specific areas and in addition, there are a number of inter-related 
provisions which are aimed at practices deemed to be fraudulent, 
deceptive or manipulative. Turning first to the specific areas in 
which rule-making power has been granted and exercised, section 
8(c) gives the Commission rule-making authority in regard to the 
hypothecation of customers’ securities;” section 10(a) provides juris- 





7 Peoples Securities Company, SEC Securities Exchange Act Release No. 5637, 
January 31, 1958. After the Commission denied the applicant’s motion to dismiss, 
applicant sought an injunction against continuance of the proceedings, which was 
denied, Peoples Securities v. Gadsby, Civil No. 574-58, D.D.C., 1958. The Court of 
Appeals denied an injunction pending appeal, Peoples Sccurities v. Gadsby, No. 
14380, D.C. Cir., 1958. 

The doctrine of Jones v. SEC, 298 U.S. 1 (1936) concerning withdrawal of regis- 
tration statements under the Securities Act of 1933 is claimed to be applicable to 
withdrawal of broker-dealer applications. The statutory patterns are, however, 
different in view of the impact of a denial order and related findings upon the right 
of persons connected with the applicant to again enter the securities business. In 
addition, the Jones case has often been distinguished and its continued vitality is 
doubtful. See Columbia General Inv. Corp. v. SEC, 265 F.2d 559 (Sth Cir. 1959). 
Although Shuck v. SEC, supra note 68, dealt with the withdrawal of a registration 
rather than an application, the following language of the court seems apt for the 
latter situation also: 


The facts that Shuck wished to withdraw from business, or that he had 
satisfied his creditors as of that time, if true, are not sufficient to require the 
conclusion that revocation was not in the public interest. The Commission 
could properly find that his past and expected future violations justified revoca- 
tion for the future protection of the investing public. The Commission could 
take this step without awaiting Shuck’s possible re-entry into business: it 
could hold a hearing which would reflect the facts shortly after they had oc- 
curred and take prompt and appropriate action.(Emphasis added.) 


71 The Commission adopted two regulations, 17 C.F.R. § 240.8c-1 (1949) and 17 
C.F.R. § 240.15c2-1 (1949), to put into effect the statutory principles governing the 
pledging of customers’ securities as collateral by exchange members and other brokers 
and dealers. Prior to the adoption of these rules, it was not illegal under the usual 
kind of “customer’s agreement” for a broker or dealer to commingle customers’ 
securities with its own as collateral for loans used by the firm in its business as a 
dealer or trader for its own account. Likewise, it was not illegal for brokers and 
dealers to borrow more on their customers’ securities than was owed them by the 
customers. When the broker or dealer failed under these circumstances the risk of 
loss to customers was substantially increased. 

The rules that were adopted put into operation three simple principles laid down 
in the statute. The first is that brokers or dealers must not commingle the securities 
of different customers as collateral for a loan without the consent of each customer. 
Second, a broker or dealer must not pledge customers’ securities for more than his 
customers owe him. Third, a broker or dealer must not commingle his customers’ 
securities with his own under the same pledge. 
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diction, both as to broker-dealers and others, in respect to short- 
selling; section 15(c)(3) grants rule-making power to prescribe 
safeguards with respect to the financial responsibility of brokers and 
dealers;"* and section 17(a) authorizes the Commission to require 
brokers and dealers to maintain books and records™* and to make 
reports,” and provides also that the books and records of broker- 


72 At the suggestion of the Commission, national stock exchanges in 1935 adopted 
rules designed to put limitations upon short selling in a declining market. These 
rules did not prove sufficiently effective, and in 1938 the Commission promulgated rules 
designed to prohibit short selling in a declining market. As now in effect, the rules 
prohibit a short sale cn an exchange of any security at a price below the last sale 
price, or at the last sale price unless the last sale price has been higher than the next 
preceding different price. 17 C.F.R. § 240.10a-1 (1949). To implement this regula- 
tion it is required that all orders to sell a security on an exchange that are subject 
to the rule be marked to show whether it is a short sale or whether the seller owns 
and expects to deliver the security ordered to be sold; 1.e., is “long” the security. A 
short sale is defined to include not only any sale of a security which the seller does 
not own, but also any sale consummated by the delivery of a security borrowed by, 
or for the account of, the seller. 17 C.F.R. § 240.3b-3 (1949). 

73 The Commission has adopted a regulation prescribing that no broker or dealer 
shall permit his aggregate indebtedness to exceed twenty times his net capital. Besides 
detining the term “aggregate indebtedness”, the rule contains a detailed definition of net 
capital as constituting the excess of total assets over total liabilities after adjusting 
this figure by deducting all assets not readily convertible into cash, such as real 
estate, unsecured loans, and securities not readily marketable, and deducting specified 
percentages from readily marketable securities ranging from 5% of market value 
for certain classes of bonds to 30% of market value for common stocks. The purpose 
of these provisions is to require the broker-dealer to maintain an excess of liquid assets 
over all liabilities to customers and liabilities to others unless these are adequately 
secured so as not to compete with customer’s claims. Also, the members of eight 
national securities exchanges including the New York Stock Exchange are exempt 
from this regulation on the ground that the rules of each of these exchanges for net 
capital required of members are more strict than the rule of the Commission. 17 
C.F.R. § 240.15c3-1 (Supp. 1959). 

74 The Commission has prescribed with some particularity the books and records 
that should be maintained by a broker or dealer. A daily journal should be kept record- 
ing all purchases and sales of securities with certificate numbers, all receipts and dis- 
bursements of cash, and all other debits and credits. Ledger accounts should be 
maintained for each cash and each margin account of every customer and of the 
broker or dealer and its partners or officers, as well as ledger accounts for all asset, 
liability, income, expense, and capital accounts. A separate record should be main- 
tained for each security as of the clearance dates showing all “long” and all “short” 
positions (including safekeeping securities) of the broker or dealer for his account 
and for the accounts of customers, and showing also the location of all certificates. A 
memorandum should be kept of each brokerage order whether executed or un- 
executed, and a memorandum of each purchase and sale for the account of the broker 
or dealer. Copies of all confirmations of securities transactions also are required to 
be kept. In addition it is now required that trial balances to prove the money balances 
of all ledger accounts shall be prepared at least monthly. 17 C.F.R. § 240.17a-3 (1949), 
as amended, 17 C.F.R. § 240.17a-3 (Supp. 1959). The books and records required to 
be maintained and other records such as cancelled checks, bank statements, powers of 
attorney or discretionary authority are required to be preserved for periods of time 
ranging from two to six years depending on the item, although a microfilm copy 
may be substituted after two years. 17 C.F.R. § 240.17a-4 (1949). 

75 The Commission requires brokers and dealers to file reports of financial con- 
dition once each calendar year and within 45 days of the date as of which the report 
is made. This report must supply the information required by Commission Form 
X-17A-5 and must be certified by a public accountant who is independent of the 
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dealers are subject to inspection by the Commission. In all of these 
areas, the standard prescribed for the rule-making power is the 
familiar one, “necessary or appropriate in the public interest or for 
the protection of investors”. 

Probably more important than the specific regulatory provisions 
are the prohibitions upon fraudulent and deceptive conduct found in 
the act, the rules, and also in section 17 of the Securities Act of 1933. 
These take three principal forms: First, a general prohibition upon 
schemes to defraud and upon practices which operate as a fraud or 
deceit; second, the specific prohibition of false statements of material 
fact and misleading omissions and half truths in connection with the 
sale or purchase of securities; and third, the grant to the Commission 
of power to define and prohibit such acts and practices as are fraudu- 
lent, deceptive or manipulative. The Commission has exercised this 
power not only to bring the general anti-fraud provision of section 
17(a) of the Securities Act of 1933 into rule 10b-5** under the Ex- 
change Act, thus making them applicable to fraud in the purchase 
as well as the sale of securities, but also to prohibit various specific 
types of conduct by brokers, dealers and others deemed to be fraudu- 
lent or deceptive. Examples applicable to broker-dealers are excessive 
trading in discretionary accounts, trading in unvalidated German 
Bonds, and failure to disclose certain significant facts.” 

Schemes to defraud, of course, are of infinite variety and cannot 
be precisely defined, and the common law rules in this area developed 
many subtle distinctions and limitations. The specific prohibition of 
false statements of material fact and misleading omissions eliminated 
many of these problems where misrepresentations in the sale of securi- 
ties are involved. In addition, two particularly significant doctrines 
have developed under these anti-fraud provisions. The first, arising 


broker or dealer and who is required to submit a certificate containing a reasonably 
comprehensive statement of the scope of the audit, the review made of procedures 
for safeguarding customers’ securities, and the opinion of the accountant with respect 
to the financial statement covered by the certificate and the accounting principles 
and practices reflected therein. Also, the financial statement filed must be ac- 
companied by an affidavit, made before a notary public or other authorized official, 
by an officer or partner of the broker or dealer affirming that the financial statements 
and supporting schedules are true and correct and that neither the broker or dealer 
nor any of its officials has a proprietary interest in any account classified solely as that 
<. customer. 17 C.F.R. § 240.17a-5 (1949), as amended, 17 C.F.R. § 240.17a-5 (Supp. 
). 
7617 C.F.R. § 240.10b-5 (1949), as amended, 17 C.F.R. § 240.10b-5 (Supp. 1959). 


77 Rules 15cl-7, 17 C.F.R. § 240.15cl-7 (1949); 15c2-3, 17 C.F.R. § 240.15c2-3 
(Supp. 1949) ; 15cl-5, 17 C.F.R. § 240.15c1-5 (1949) ; 15cl-6, 17 C.F.R. § 240.15c1-6 
(1949) ; 15cl-8, 17 C.F.R. § 240.15c1-8 (1949). 
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particularly under Rule 10b-5, involves the responsibility of so- 
called corporate “insiders” in the purchase and probably also in the 
sale of securities of their corporations. Based upon, but extending 
beyond common law doctrines there has evolved an affirmative duty 
to disclose material facts known to the insider by reason of his re- 
lation to the corporation. 

The other significant doctrine involves the relationship of an over- 
the-counter dealer to his customers and particularly his unsophisti- 
cated customers. The dealer generally undertakes to act as a principal 
in selling securities to customers just as a merchant sells goods. At 
the same time, many customers look upon a broker-dealer as an ex- 
pert in the specialized field of investment and finance upon whose 
judgment the customer may safely rely. Dealers seek to develop such 
a relationship of confidence with their customers in order to retain 
their business. In recognition of the confidential relationship thus 
created, there has developed a body of law and practice whose effect 
is to hold broker-dealers to a higher standard of fair dealing than is 
found in almost any other field of buying and selling. Under the 
anti-fraud provisions of the Exchange Act there have developed two 
related doctrines which may, for convenience, be referred to as the 
‘“4mplied representation” or “shingle” theory and the “agency” 


theory. 


Under the implied representation theory, a broker-dealer in the 
ordinary conduct of his business is deemed to make certain implied 
representations, generally to the effect that the customers will be 
dealt with fairly and in accordance with the standards of the pro- 
fession. Most of the cases under this doctrine involve unreasonable 
markups in the sale of securities, which are held to be inconsistent 
with an implied representation that prices quoted are reasonably re- 
lated to the current market price."* Cases finding that violations of 
the statutory prohibitions upon fraudulent conduct have been com- 
mitted by broker-dealers obtaining large secret profits while acting 
as agents for customers are confined to cases where the facts and 


0 S.E.C. 975 (1942); 

2 S.E.C. 531 (1942); 
Charles Hughes & Co., Inc., 13 S.E.C. 676 (1943), aff’d, 139 F.2d 434 (2d Cir. 1943), 
cert, denied, 321 U.S. 786 (1944) ; Weber-Millican & Co., 35 S.E.C. 663 (1954), aff'd, 
222 F.2d 822 (2d Cir. 1955); Carl J. Bliedung, SEC Securities Exchange Act Re- 
lease No. 5745, July 30, 1958. 


73 Duker & Duker, 6 S.E.C. 386 (1939); Jack Goldberg, 1 
Stelmack Corporation, 11 S.E.C. 601 (1942); Trost & Co., 1 


Ss. 
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circumstances surrounding individual transactions are such as to 
establish an agency relation by common law principles of agency.” 


VIII. MANIPULATION AND STABILIZATION 


Manipulation, like fraud, to which it is closely related, takes a 
variety of forms and cannot be exactly defined. In seeking to outlaw 
manipulation of the markets, it is necessary, at the same time, to avoid 
prohibiting transactions which, although they may materially affect 
prices, are entered into for legitimate reasons and are part of the 
normal workings of a free market. Congress approached the problem 
in two principal ways: First, in section 9(a) of the Exchange Act it 
enumerated and prohibited specific types of manipulative transactions 
in listed securities;*° secondly, in section 10 and section 15 (c) of the 
act it generally prohibited “manipulative or deceptive” practices and 
authorized the Commission to define such practices by rules and 
regulations. These sections together with the rules thereunder, serve 
to prohibit manipulation in the over-the-counter market. 

The principal element in common of the transactions prohibited by 
section 9, and indeed of manipulation in general, is deception. In other 
words, the essence of manipulative activity is the giving of a false ap- 
pearance to the market for a security in order to deceive others trad- 
ing in the market and thus to influence them to buy or sell in ac- 
cordance with the manipulator’s desire. The most important pro- 
vision of section 9, is section 9(a)(2) which makes it unlawful “to 
effect . . . a series of transactions in any security registered on a na- 
tional securities exchange creating actual or apparent active trading in 
such security or raising or depressing the price for the purpose of in- 
ducing the purchase or sale of such security by others”.** The conduct 


79 Allender & Co., Inc., 9 S.E.C. 1043 (1941) ; Oxford Co., 21 S.E.C. 681 (1946) ; 
Norris & Hirshberg, Inc., 21 S.E.C. 865 (1946) ; Looper & Co., SEC Securities Ex- 
change Act Release No. 5676, April 15, 1958. 

80 If the purpose of the transaction is to create a false or misleading appearance as 
to the market in a security, a transaction effecting no change in beneficial owner- 
ship of a security (“wash sale”) or an order for purchase of a security entered with 
knowledge that a similar order for sale of that security will be entered or vice versa 
(“matched orders”) are all prohibited. Dealers or others selling, offering for sale, 
purchasing or offering to purchase a security are prohibited from inducing the pur- 
chase or sale of such security by disseminating information that the price will rise 
or fall because of market operations and from making any false or misleading state- 
ment with respect to such security to induce its purchase or sale. 

81 “Activities with respect to a security not registered on a national securities ex- 
change which would violate section 9(a) of the Securities Exchange Act if they 
related to a security registered on a national securities exchange will, generally 
speaking, violate section 15 of that act as well as section 17(a) of the Securities 
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here prohibited is distinguished from ordinary active trading by the 
“purpose” clause; any active trader may create activity and affect the 
price, but he does so not to influence others but rather to acquire or 
dispose of the security for some business or speculative reason. Under- 
lying the sub-section is the well-known fact that traders and specula- 
tors are attracted to any security which shows a rise in price on in- 
creased volume, and it is upon this propensity that manipulators 
particularly depend. 

One of the most controversial problems in the area of market 
operations has involved the practice known as “stabilization”. Under 
this an underwriter or other person interested in a distribution of 
securities bids for or purchases outstanding securities of the same class 
in the market to prevent or retard a decline in the market price. The 
practice is defended as necessary to the financing of industry under 
the usual American practice of rapidly distributing a new issue at a 
price fixed in advance of the offering. The very existence of the 
distribution creates a temporary unbalance of supply and demand, 
while a decline in the market price below the offering price makes 
difficult or impossible the successful distribution of the new issue. 
Stabilization is attacked as a form of manipulation which creates an 
artificial market, deceptive to purchasers of the new issue, and as 
facilitating the distribution of over-priced issues which will drop be- 
low the offering price when the “plug is pulled” with resulting loss 
to investors. 

Confronted with these conflicting arguments, Congress refrained 
from outlawing stabilization but in section 9(a) (6) made it unlawful 
to effect transactions in listed securities for the purpose of pegging, 
fixing or stabilizing the price of a security “in contravention of such 
rules and regulations as the Commission may prescribe as necessary or 
appropriate in the public interest or for the protection of investor.” 
Illustrative of the difficulties inherent in the situation is the fact that 
it was not until 1955,°* 21 years after the enactment of section 9(a) 
Act of 1933.” Barrett & Co. 9 S.E.C. 319,330 (1941). Other administrative pro- 
ceedings involving facts constituting a manipulation of the over-the-counter price of 
a security are: Masland, Fernon & Anderson, 9 S.E.C. 338 (1941); M. S. Wien & 
Co., 23 S.E.C. 735 (1946); Halsey, Stuart & Co., Inc., 30 S.E.C. 106 (1949); S.T. 
Jackson & Co., Inc., 36 S.E.C. 631 (1950); Adams & Co., 33 S.E.C. 444 (1952); 


Floyd A. Allen & Co., Inc., 35 S.E.C, 176 (1953); R. L. Emacio & Co., Inc., 35 
S.E.C. 191 (1953). 


82 SEC Securities Exchange Act Release No. 5194, July 5, 1955 announced the 
adoption of rules 10b-6, 17 C.F.R. § 240.10b-6 (Supp. 1959); 10b-7, 17 CF.R. § 
240.10b-7 (Supp. 1959) ; and 10b-8, 17 C.F.R. § 240.10b-8, (Supp. 1959). These rules 
were adopted under the general anti-fraud and anti-manipulative provisions of section 





THE SECURITIES EXCHANGE ACT OF 1934 243 


(6), that general rules on the topic were finally issued. During that 
interval there were developed, by practice and experience, a sub- 
stantial body of practices and principles governing stabilization, gen- 
erally embodied in informal opinions and interpretations of the Com- 
mission’s staff, to the effect that certain market activities by persons 
participating in a distribution constituted “stabilization” and were 
thus not prohibited in the absence of a Commission rule, while other 
activities of such persons were not “stabilization” and were therefore 
an unlawful manipulation. The rules issued in 1955 were eventually 
a codification of principles so developed. There are three rules, 10b-6, 
10b-7 and 10b-8.** Rule 10b-6 prohibits issuers, underwriters, and 
other persons participating in a distribution of a security to bid for 
or purchase securities of the same class and series for any account 
in which they have an interest during their participation in the dis- 
tribution, with 11 enumerated exceptions covering stabilizing and 
rights transactions in accordance with rules 10b-7 and 10b-8* and 


10(b) of the act, as well as under section 9(a) (6), primarily in order that they might 
apply to stabilizing over-the-counter as well as on an exchange. The proposed rules 
were first published for public comment on May 18, 1954, after being under considera- 
tion for many months before then. Numerous comments were received, and a public 
hearing was held on July 18, 1954. Certain of the persons who appeared at the hearing 
thereafter participated in many conferences with the staff of the Commission and re- 
vised proposals were again published for public comment on April 19, 1955. After 
considering further comments, the rules were adopted on July 5, 1955. The entire 
process, in which experts from outside the Commission contributed most valuable as- 
sistance and suggestions, is an interesting example of careful and successful ad- 
ministrative rule-making, in an area where many expressed misgivings as to whether 
workable rules could be formulated. 

The Commission’s prior rule-making effort in this field involved the adoption of 
regulation 9a6-1, 17 C.F.R. § 240.9a6-1 (1949), on January 3, 1940 (SEC Securities 
Exchange Act Release No. 2363, January 3, 1940). This regulation dealt only with 
the stabilization of offerings “at the market” of securities registered on an exchange. 
In view of the limited scope and effectiveness of this regulation, which was rescinded 
in 1955 when the general rules were adopted, its primary significance may be that it 
led to the definitive statement of the pros and cons of stabilization which the Commis- 
sion issued on March 18, 1940, SEC Securities Exchange Act Release No. 2446, 
March 18, 1940. In this 31 page statement, the Commission canvassed the nature 
and purpose of stabilizing and the arguments for and against it, concluding that the 
prohibition of stabilizing was not justified but that its regulation was required. 
Commissioner Healy dissented, essentially upon the ground that stabilization is a 
form of manipulation and is contrary to the interests of investors. He particularly 
objected to permitting stabilization of offerings purportedly made “at the market.” In 
this respect, his position was ultimately vindicated since rule 10b-7, 17 C.F.R. 
§ — (Supp. 1959), adopted in 1955, prohibits stabilization of offerings at the 
market. 

82a Supra note 82. 


83 Rule 10b-8, supra note 82, deals with the activities of underwriters and certain 
dealers in connection with offerings of securities through rights issued to existing 
security holders. In connection with such offerings, issuers rather frequently arrange 
for an underwriter or group of underwriters to purchase all of the offered securities 
not subscribed for by security holders, or employ dealers to solicit the exercise of 
rights, paying them a set compensation for all rights subscribed for by them. An 
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other transactions deemed not to be manipulative. Rule 10b-7 sets 
forth the principles governing stabilization, including the essential 
principle that a stabilizing bid may not be entered at a price above 
the independent market, and once entered may not be raised except 
under very limited circumstances. 


IX Tue INvestMENT Apvisers Act 


The Investment Advisers Act of 1940** is to some extent a by- 
product of the Commission’s study of investment companies and in- 
vestment trusts** which was made pursuant to section 30 of the 
Public Utility Holding Company Act of 1935.%* In studying invest- 
ment companies, the Commission found it appropriate as an incidental 
matter to survey the field of investment counsel, management, and 
advisory services which have a relation to investment companies and 
it issued a supplemental report of that survey on August 17, 1939.*7 
The Commission found that investment counseling had not emerged 
as an important independent occupation until after World War I and 
the available sources of information about the field appeared to be 
limited.** The survey also noted the existence of certain abuses and 
problems in the field, although the inquiry into such problems did 


not purport to be comprehensive.*® Mentioned were the fraudulent 


underwriter agreeing to take up unsubscribed securities may be called upon to ac- 
quire a substantial amount at a price above the market if the market price drops below 
the subscription price during the offering period. To minimize this risk, there was 
developed the so-called “Shields Plan” under which the underwriters buy rights 
during the rights period and sell stock, either selling short and covering by the 
exercise of the rights they purchase, or exercising the rights and selling the stock. 
Rule 10b-8 regulates primarily their purchase of rights, but also to some degree 
their sales of stock, in order to avoid any manipulation of the price either for the 
stock or for the rights. Since soliciting dealers may have an incentive to buy rights 
and exercise them in order to obtain the promised compensation, their activities are 
similarly regulated. 

84 54 Stat. 847 (1940), 15 U.S.C. § 80b (1958). 

85 SEC, Report ON THE StTuDy oF INVESTMENT TRUSTS AND INVESTMENT CoM- 
PANIES. 

(5 pts.) in H.R. Doc. No. 707, 75th Cong., 3d Sess. (1938); H.R. Doc. No. 70, 
76th Cong., Ist Sess. (1939); H.R. Doc. No. 279 chs. 1-6, 76th Cong., Ist Sess. 
(1939-40) ; H.R. Doc. No. 136, ch. 7, 77th Cong., Ist Sess. (1941); H.R. Doc. No. 
246, 77th Cong., Ist Sess. (1941). There were six supplemental reports: H.R. Doc. 
No. 380, 76th Cong., Ist Sess. (1939); H.R. Doc. No. 476, 76th Cong., 2d Sess. 
(1939) ; H.R. Doc. No. 477, 76th Cong., 2 Sess. (1939); H.R. Doc. No. 482, 76th 
Cong., 2d Sess. (1939); H.R. Doc. No. 567, 76th Cong., 3d Sess. (1940); H.R. 
Doc. No. 659, 76th Cong., 3d Sess. (1940). 

86 49 Stat. 837 (1935), as amended, 15 U.S.C. § 792-4 (1958). 

87 H.R. Doc. No. 477, 76th Cong., 2d Sess. (1939). 

88 Jd. at 1-5. 

89 Jd. at 1. 
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activities of “tipster” organizations, possible conflicts of interest, and 
the existence of contracts providing for compensation of the adviser 
upon the basis of a percentage of profit, which was characterized as 
a “heads I win, tails you lose” ® arrangement. 

Against this background the Investment Advisers Act of 1940 
emerged as a statute which would require investment advisers to 
register and to furnish certain information about themselves, thus 
providing a “compulsory census” * of investment advisers and which 
would provide “in a small degree for the regulation of some of their 
activities.” °° 

The definition of “investment adviser” in section 202(a) (11) 
of the statute is quite broad. It covers any person who 


for compensation, engages in the business of advising others, either 
directly or through publications or writings, as to the value of 
securities or as to the advisability of investing in, purchasing, or sell- 
ing securities, or who, for compensation and as part of a regular 
business, issues or promulgates analyses or reports concerning securi- 
ties. 


However, excluded from the definition are: banks,®* lawyers, ac- 
countants, engineers or teachers in so far as such services are incidental 
to the practice of their professions, brokers or dealers whose invest- 
ment advisory services are solely incidental to their business and who 
receive no special compensation for investment advice,** publishers 
of bona fide newspapers, news magazines, or business or financial 
publications of general circulation,®” and those advisers whose services 


90 Td. at 27-29. 

91 Jd. at 30; See also S. Rep. No. 1775, 76th Cong., 3rd Sess. 22 (1940). 

92 See testimony of David Schenker, Chief Counsel, Securities and Exchange Com- 
mission Investment Trust Study, in Investment Trust and Investment Companies, 
Hearings on S. 3580 before a Subcommittee of the Senate Committee on Banking 
and Currency, 76th Cong. 3d Sess. Part 1 at 48 (1940). 

93 SEC Report, supra note 85; Part Five, Conclusions and Recommendations, H.R. 
Doc. No. 246, 77th Cong., Ist Sess. 1 (1941). 

9454 Stat. 847 (1940), as amended, 15 U.S.C. § 80b-2(a) (11) (1958). 

95 Also exempted are certain bank holding companies. 

96 Brokers and dealers, of course, constantly give investment advice in the course 
of their business, but ordinarily they make no special charge for it. Where they do 
make such a charge, investment adviser registration is clearly required, and a 
substantial number of the registered investment advisers are brokers or dealers, See 
10 SEC Ann. Rep. 180 (1944). Various types of service charges or fees of broker- 
dealers may present close questions. See Opinion of the General Counsel, Investment 
Advisers Act Release No. 2, Oct. 28, 1940. 

97 This exemption is presumably applicable also to syndicated columnists even if 
technically they are independent contractors rather than employees of publishers. There 
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are limited to United States Government securities.® 


Since there are a multitude of persons who have and express ideas 
or factual data about the stock market and many hope to derive 
some return from such expressions,” the scope of the basic definition 
turns largely upon the phrases “engages in the business” or “as part 
of a regular business”. It would seem that advisory service would 
not have to be the sole or even the major business, particularly as the 
subsection goes on to expressly exclude various groups of persons who, 
quite clearly, are primarily engaged in other businesses. On the other 
hand, an author who writes one book about the stock market probably 
is not making a business of it. The activities of a number of manage- 
ment counselors, financial consultants, and the like, no doubt bring. 
them very close to, if not over, the line. 


The act requires investment advisers, with certain exceptions,’ 
to register with the Commission if they use the mails or facilities of 
interstate commerce in connection with their business.’ Registra- 
tion is accomplished by filing an application with the Commission 
containing such information as the Commission may require con- 
cerning the organization of the adviser, the education and experience 
of partners and other principals, the nature of the business and the 


is no comparable exemption for radio and television stations and a question may there- 
fore arise as to whether such stations, or producers of programs over them, may not 
fall within the definition of investment advisers if they broadcast programs of invest- 
ment advice. The fact that their compensation comes from the sponsor rather than 
directly from the listeners is not necessarily decisive. 


98 The Commission is empowered to add to the excluded class “such other persons 
not within the intent of this paragraph” as it may designate by rules and regulations 
or order. No such rules have been issued but a few organizations have been exempted 
by order. See e.g., Marine Midland Group, Inc., 8 S.E.C. 154 (1940), First Service 
Corporation, 8 S.E.C. 152 (1940), Savings Bank Association of Maine, 8 S.E.C, 
826 (1941), Donner Estates Inc., 9 S.E.C. 400 (1941). 


%9 Purely gratuitous advice presents no problems, but it would seem that the sale 
of pamphlets or other writings or other types of remuneration would clearly con- 
stitute “compensation”. 


100 In addition to the exclusion from the definition of investment adviser in 
§ 202(a) (11), $ 203(b), 54 Stat. 850 (1940), as amended, 15 U.S.C. § 80b-3(b) 
(1958), exempts from registration three classes of investment advisers: (1) those 
whose clients are all residents of the state within which the investment adviser 
has his principal office and who does not furnish advice about securities admitted to 
trading on national securities exchanges, (2). those whose clients are invest- 
ment companies and insurance companies, and (3) those who, in the preceding 12 
months have had fewer than 15 clients and who do not hold themselves out to the 
public generally as investment advisers. The first class is unimportant, since it is 
hard to see how an investment adviser could avoid mentioning listed securities. The 
second group comprises a few substantial organizations while the third class is 
presumably intended to exempt a man who advises a few friends and is paid some- 
thing by them for his trouble. 


101 Section 203(a), 54 Stat. 850 (1940), as amended, 15 U.S.C. 80b-3(a) (1958). 
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manner of compensation.” The Commission may require the filing 
of reports to keep this information current.’ 

The Commission is granted authority, modeled on that provided in 
section 15 of the Securities Exchange Act but much more restricted, 
to deny or revoke registration if the adviser or any of its management 
personnel have been convicted within 10 years of any specified 
financial-type crime, or are enjoined by a court of competent juris- 
diction from acting in various financial capacities or from engaging 
in practices in connection with securities, or if they have made false 
statements or material omissions in any application or report.’ There 
is no authority, such as that granted to brokers and dealers, to re- 
voke or deny registration upon the basis of a determination by the 
Commission that an adviser has violated the law. 

Aside from registration the Investment Advisers Act contains only 
four substantive regulatory provisions. Section 205** prohibits regis- 
tered investment advisers from using contracts which provide for 
compensation on the basis of a share of capital gains or capital ap- 
preciation or which are assignable without the client’s consent. Sec- 
tion 206’ prohibits any registered’*” investment adviser from employ- 


ing schemes to defraud clients or prospective clients or engaging in 
practices which operate as a fraud or deceit upon such persons, or 
from engaging in securities transactions with clients without dis- 
closing the capacity in which he is acting and obtaining the client’s 
consent. 


102 The information which may be required in connection with an application for 
registration under the Investment Advisers Act is considerably more comprehensive 
than that called for in the Securities Exchange Act for brokers and dealers. This pre- 
sumably reflects the fact that a primary purpose of the registration provision was to 
gather information about investment advisers. The Commission, however, in 1954, 
as part of its program of revising and simplifying its forms, substantially reduced 
the data required to be included. In this connection it stated that it “acted on the 
view that, wherever possible, an application for registration should be limited generally 
to information necessary to determine whether a registrant, or an applicant for regis- 
tration, or any controlling person is subject to a statutory disqualification”. 21 SEC 
Ann. Rep. 103-04 (1955). 

103 Section 204, 54 Stat. 852 (1940), as amended, 15 U.S.C. 80b-4 (1958). The 
reporting requirements were also much sec = in 1954 as part of the program 
mentioned supra, note 102. 

104 Section 203(d), 54 Stat. 850 (1940), as cieaeited, 15 U.S.C. $ 80b-3(d) (1958). 

105 54 Stat. 852 (1940), as amended, 15 U.S.C. § 80b-5 (1958). 

106 54 Stat. 852 (1940), 15 U.S.C. § 80b-6 (1958). 


107 Unlike the comparable provisions of the Securities Exchange Act of 1934, sec- 
tion 206 of the Investment Advisers Act makes the prohibition of fraud applicable 
only to registered investment advisers. Even if there were some basis for exempting 
from fraud responsibility those who are exempt from registration, which seems very 
doubtful, it is hard to find any justification for exempting an adviser from responsibility 
for fraud simply because he has neglected to register. 
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The Commission does not have rule-making power to add substan- 
tive regulatory requirements regarding specified subjects as it can 
under the Securities Exchange Act of 1934 or the Investment Com- 
pany Act of 1940, nor does the Investment Advisers Act grant the 
ancillary but essential enforcement authority to require the keeping 
of books and records by investment advisers or to examine such books 
and records as may be kept.’ 

In view of the limited prohibitions of the Investment Advisers Act 
and the weakness in enforcement powers mentioned above, it is not 
surprising that the number of civil and administrative proceedings 
under that act is relatively small, apparently averaging one or two per 
year.” 

The investment advisory business appears to be primarily divided 
into three principal groups. First, there are investment counsel, who 
are engaged in furnishing to individual or institutional clients an 
individual investment supervisory or management service on the basis 
of their particular needs." It was this group which was the primary 
subject of the Commission’s study.’* Second, there are the publishers 
of financial manuals who collect and disseminate, ordinarily in an 


P a The Commission has commented on this defect in its enforcement powers as 
ollows : 

Since with its limited powers under the Act, the Commission can only set 
the machinery of the law in operation after violations have been established, 
the Act should not be relied on as a measure to prevent such fraudulent prac- 
tices, except, of course, to the extent that any law which provides criminal 
penalties may act in and of itself as a deterrent to crime. 10 SEC Ann. Rep. 
184 (1944). 

Considerable opposition was expressed to the provisions of the original bill, $.3850, 
76th Cong., 3rd Sess. (1940), upon the ground that it might permit disclosure of 
confidential information about client’s affairs. See e.g., Hearings on S.3580, supra note 
92, part 2 at 719-722 (1940). It would seem, however, that this problem could be 
dealt with by requiring the Commission to keep certain data confidential. Compare 
section 210, 54 Stat. 854 (1940), as amended, 15 U.S.C. § 80b-10 (1958). 


109 This conclusion may be derived from examining the Annual Reports of the 
Commission for 1941 and subsequent years. 


110 Section 202(a) (13), 54 Stat. 847 (1940), as amended, 15 U.S.C. § 80b-2(a) (13) 
(1958), defines “investment supervisory services” as the “giving of continuous advice 
as to the investment of funds on the basis of the individual needs of each client,” 
and section 208(c), 54 Stat. 853 (1940), as amended, 15 U.S.C. § 80b-8(c) (1958), 
prohibits any registered investment adviser from calling himself an investment counsel 
unless he is engaged, or proposes to engage, primarily in the business of rendering 
investment supervisory services. This provision is presumably designed to foster the 
development of a sense of professional identity and responsibility among this segment 
of the industry. 

The limitation of section 208(c) to registered investment advisers and the use of 
the word “primary” creates certain anomalies. A bank or broker-dealer can call 
himself an investment counsel, absent fraud, but a registered investment adviser can- 
not, if investment counseling is not his primary business, even if it is a significant 
part of it. 


111 See H.R. Doc. No. 477, supra note 87, at 1. 
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objective way, financial and statistical data and finally there are 
numerous publishers of market reports or letters. Each of these 
groups presents its own special problems from the viewpoint of in- 
vestor protection. As to investment counsel, the principal problems 
are to obtain adherence to the fiduciary and professional standards 
inherent in the relationship and to protect clients’ funds or securities 
which may be entrusted to their care. Publishers of financial 
manuals ordinarily present no significant problem, but it is important 
to see that they are as objective as they purport to be and as the major 
ones are. The publishers of miscellaneous reports and letters present 
a particularly troublesome problem. In addition to many legitimate 
services, there appear to be some eccentrics,""* some sensationalists 
who promise miracles in the market which they can hardly deliver, 
and some out and out tipsters. Much of the Commission’s enforce- 
ment work under the act has been devoted to the latter element.‘ 

The field has been growing fairly rapidly. The number of regis- 
tered investment advisers increased from 753 at June 30, 1941," 
the end of the first fiscal year after the statute was enacted, to 1562 
at June 30, 1958,7* and 1671 at June 30, 1959. The proposals of the 


Commission now pending in Congress to amend and strengthen the 
Investment Advisers Act of 1940 may well be among the most signif- 
icant aspects of that legislative program. 


112 For examples of substantial defalcations see 10 SEC Ann. Rep. 183 (1944). 

113 The status under the fraud provision of an investment adviser who bases his 
recommendations on astrology or fortune telling and who discloses that fact, pre- 
sents an interesting exercise in theoretical logic. Compare Frederick N. Goldsmith 
30 S.E.C. 563 (1949). This case involved an investment adviser who relied on the 
daily comic strips which he believed contained a secret code but who did not dis- 
close his methods. 

114 See 22 SEC Ann. Rep. 193-94 (1956), 23 SEC Ann. Rep. 168 (1957), 24 SEC 
Ann. Rep. 161-62 (1958). 

1157 SEC Ann. Rep. 31 (1941). 

116 24 SEC Ann. Rep. 116 (1958). 
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I. InrTRODUCTION 


The twenty-fifth anniversary of the Securities and Exchange Com- 
mission in 1959 coincides with the twentieth anniversary of the 
National Association of Securities Dealers, Inc. In the nineteen thirties 
when the Commission was formed and the predecessor to the NASD 
was organized, the country was experiencing its worst depression. Out 
of the near collapse of our economy came a demand for legislation 
which would protect the public when investing its money and regu- 
late the exchanges and broker/dealers who act for the public in 
securities transactions. To accomplish these ends the securities laws 
now administered by the Commission were enacted by Congress. 

As an additional aid in regulating the securities industry, Congress, 
at the behest of the Securities and Exchange Commission and repre- 
sentatives of the securities industry, passed the Maloney Act in 1938 
which added section 15A to the Securities Exchange Act of 1934.* 
On August 7, 1939 the Commission granted the application of the 
National Association of Securities Dealers, Inc. for registration under 
the Maloney Act as a national securities association.? The Associa- 
tion is the only organization so registered. 

Prior to 1939 the industry had taken other steps in the field of self- 
regulation. During the period before 1935, when the National In- 
dustrial Recovery Act* was declared unconstitutional, the Investment 
Bankers Code attempted to regulate the securities business and enforce 
a code of ethics. The Securities and Exchange Commission requested 


* A.B., 1943, Harvard; LL.B., 1948, University of Virginia. Member Massachusetts, 
Illinois and District of Columbia Bars. 

152 Stat. 1070 (1938), as amended, 15 U.S.C. § 780-3 (1958); The Maloney Act 
and the National Association of Securities Dealers, Inc. are discussed in Loss, SECURI- 
TIES REGULATION, 762-784 (1951, Supp. 1955). This treatise is the foremost authority 
in the field of securities regulation. 

2 National Association of Securities Dealers, Inc., 5 S.E.C. 627 (1939). In its 
opinion the Commission stated at 628, “The broad purpose of Section 15A is coopera- 
tive regulation of the over-the-counter business in the public interest for the protec- 
tion of investors.” \ 


3 Act of June 16, 1933, ch, 90, 48 Stat. 195. 
[ 250] 
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that the code committee of the Investment Bankers Code be kept 
together on an informal basis while the Commission sought the neces- 
sary legislation to make self-regulation of the industry effective. In 
July 1935 all registered brokers and dealers were polled to determine 
whether the organization should be continued. Ninety percent of 
those who responded were in favor of this proposal and thereafter, 
the Investment Bankers Conference Committee was continued with a 
membership of 1,617 brokers and dealers. Thereafter the temporary 
Investment Bankers Conference Committee became the Investment 
Bankers Conference, Inc. The Conference was organized in October 
1936, and soon had a membership of 1617. 


Throughout the year 1937 conferences were held among the 
Commission, representatives of the Investment Bankers Conference, 
Inc. and representatives of other segments of the securities industry. 
The committees of Congress which considered the proposals of the 
Commission and the industry were of the opinion that there was an 
area within the securities business where abuses might occur which, 
although they did not constitute violations of law, were clearly viola- 
tions of good business ethics. 


Therefore, Congress had the question before it whether industry 
or government should enter into this area of enforcement. The 
legislative committees considering the alternatives stated: 


The first would involve a pronounced expansion of the organiza- 
tion of the Securities and Exchange Commission; the multiplication 
of branch offices; a large increase in the expenditure of public funds; 
an increase in the problem of avoiding the evils of bureaucracy; 
and a minute, detailed, and rigid regulation of business conduct by 
law. It might very well mean expanding the present process of 
regulation of brokers and dealers with the Commission to include 
the proscription not only of the dishonest, but also of those un- 
willing or unable to conform to rigid standards of financial re- 
sponsibility, professional conduct, and technical proficiency. The 
second of these alternative programs, which the committe believes 
distinctly preferable to the first, is embodied in S. 3255. This pro- 
gram is based upon cooperative regulation, in which the task will 
be largely performed by representative organizations of investment 
bankers, dealers, and brokers, with the Government exercising ap- 
propriate supervision in the public interest, and exercising supple- 
mentary powers of direct regulation.* 


4S. Rep. No. 1455 at 3-4 and H.R. Rep. No. 2307 at 4-5, 75th Cong., 3d Sess. (1938). 
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The Maloney Act was the result of Congress’s decision in this 
regard. The Investment Bankers Conference, Inc. prepared by-laws, 
rules of fair practice, a code of procedure for handling trade practice 
complaints, with the eventual view to registration as a national securi- 
ties association under the provisions of the newly enacted section 15A 
of the Securities Exchange Act of 1934.5 The membership of the 
Investment Bankers Conference, Inc. voted on the question of regis- 
tration under the act and in July 1939 the necessary approving votes 
were obtained. 

On July 18, 1939, the Investment Bankers Conference, Inc. changed 
its name to the National Association of Securities Dealers, Inc. by 
amendment to its certificate of incorporation in the State of Delaware. 
Among other purposes listed in the certificate of incorporation are 
the basic tenets of the National Association of Securities Dealers, 
Inc. which indicate the underlying purpose of the Association’s work: 


(1)To promote through cooperative effort the investment banking 
and securities business, to standardize its principles and practices, to 
promote therein high standards of commercial honor, and to en- 
courage and promote among members observance of Federal and 
State securities laws; 


(3) To adopt, administer and enforce rules of fair practice and 
rules to prevent fraudulent and manipulative acts and practices, 
and in general to promote just and equitable principles of trade 
for the protection of investors. 


II. MEMBERSHIP 


Membership in the Association must be open to any broker or 
dealer authorized to transact any branch of the investment banking 
and securities business,® in the United States subject to disqualifica- 


5 52 Stat. 1070 (1938), as amended, 15 U.S.C. 780-3 (1958). 


6 Art. I, § 3(c) of the By-Laws, Nationa Ass’N oF SecurITIES DEALERS MANUAL 
C8 (April 1, 1959) defines the term: 


The term ‘investment banking or securities business’ means the business, carried 
on by a broker or dealer, of underwriting or distributing issues of securities, or 
of purchasing securities and offering the same for sale as a dealer therein, 
or of purchasing and selling securities upon the order and for the account of 
others; provided, however, that the term ‘investment banking or securities busi- 
ness’ shall not include transactions on regularly organized exchanges, but such 
term shall include all business relating to such transactions to the extent that 
such business is not conducted by a member of such exchange, or by any person 
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tions which are set forth in the by-laws.’ No broker or dealer may 
become a member if expelled or under suspension from a registered 
securities exchange, the Association or is subject to a denial or re- 
vocation by the Securities and Exchange Commission. Nor may 
membership be granted to individuals who have been convicted of a 
misdemeanor involving the securities business or a misdemeanor or 
felony involving embezzlement, fraudulent conversion, misappropria- 
tion of funds or abuse or misuse of a fiduciary relationship.® 


Membership may be obtained with a disqualification present only 
by Commission approval.? The member or registered representative 
seeking readmittance must apply to the applicable district committee 
which conducts a hearing and then makes a recommendation to the 
board of governors. The board reviews the matter and either denies 
the application or forwards it to the Commission with a recommenda- 
tion of approval. 


The Commission has the power of review and the applicant has 
the right to appeal to the Commission. These proceedings normally 
are processed under section 15A(b) (4),*° but under certain circum- 
stances where there is a question whether, in fact, an applicant is 
subject to a disqualification, any unfavorable NASD action may 
be reviewable under section 15A(g)."* The majority of the pro- 
ceedings before the Association where there is a disqualification, 
are those by applicants seeking to become registered representatives. 
The acts resulting in disqualification for the most part arise while the 
applicant was previously employed in the securities business with 
another firm or while conducting a securities business as a sole pro- 
prietor. 


In one case the Association denied membership to an applicant 
who, over a period of more than a year had effected only seven trans- 
actions with customers. The Commission held the Association could 
not refuse membership as long as the applicant engaged in the busi- 


or organization having the privilege of any such exchange for itself or any 
of its partners or executive officers. 


7 Art. I, §§ 1 and 2 of By-Laws, NASD Manuat C 5-8 (April 1, 1959). 

8 bid. 

® Disqualifications are set forth in § 15A(b) (4) of the Securities Exchange Act of 
1934, as amended, 52 Stat. 1070 (1938), as amended, 15 U.S.C. § 780-3 (1958). 

10 Ibid. 

11 [bid. 
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ness regardless of how much activity there was in its particular busi- 
ness.’ 

The by-laws also provide that an applicant for membership or 
registration as a registered representative of a member must have 
had one year’s experience or pass a written qualification examina- 
tion which is given in various centers established for this purpose.” 

On December 31, 1939, the Association had 2,616 members. In 
July 1959 it had 4,018 members and over 77,000 registered repre- 
sentatives. 


III. ORGANIZATION AND ADMINISTRATION 


The Association’s by-laws provide for twenty-one governors who 
are elected for three-year terms from the Association’s thirteen 
districts throughout the United States. Five governors are chosen 
from the district which includes New York and three governors 
are elected from the two districts which include Illinois and Cali- 
fornia, all other districts elect one governor. The board of gover- 
nors meets in January, May and September of each year. Much 
of the time of the board meetings is taken up reviewing decisions 
in disciplinary matters. Also, on the agenda of these meetings are 
the reports and proposals of various permanent or temporary com- 
mittes. 

There are district committees, the members of which are elected 
by the membership in each district for three-year terms. The dis- 
trict committees in turn appoint district business conduct com- 
mittees and other committees to carry out their responsibilities. All 
members of the board and district committees serve without com- 
pensation. Each district has at least one salaried employee, who 
acts as secretary for the committee and such additional employees 
as the workload of the district requires. The executive office of 
the Association is in Washington, D. C. 

The district business conduct committees review the examination 
reports of the secretary or examiners, and determine whether a com- 
plaint shall be filed against a member or registered representative. 
District committees may conduct voluntary arbitrations where dis- 
putes arise between members but do not involve unethical conduct. 
This has been instrumental over the years in preventing unnecessary 
litigation. : 


12 DeWitt Investment Company, 27 S.E.C. 976 (1948). 
18 Art. I, $ 2(b) of By-Laws, NASD Manuvat. C6-7 (April 1, 1959). 
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There are permanent executive, finance, national business con- 
duct, legislation, uniform practice and quotations committees. Con- 
clusions of the board are disseminated to the membership for action 
by letter and through the NASD NEWS which is published shortly 
after each board meeting. 

The by-laws provide for a chief executive officer appointed by 
the board of governors. This officer, the executive director, is 
charged with the administration of the Association’s affairs and is 
responsible for determining that all board policies are properly ad- 
ministered. The staff personnel are under the direct control of 
the board of governors through the executive director. Wallace H. 
Fulton, who was active in the Investment Bankers Code and later, the 
Investment Bankers Conference, Inc., has been executive director of 
the Association since its inception. 

The major departments in the executive office are a membership 
department which processes and maintains records on the Associa- 
tion’s members and registered representatives; the investment com- 
panies department which reviews all sales literature for investment 
company shares pursuant to the Securities and Exchange Com- 
mission’s Statement of Policy;'* the quotations department which 
supervises the National Quotations List, which is published daily 
in The Wall Street Journal, and covers some 400 stocks which 
qualify for eligibility on that list. There are other regional lists and 
the Association’s New York office collects 1,000 quotations daily. 
The compliance department in the executive office reviews all com- 
plaints filed and decisions rendered by district business conduct 
committees. Various other departments carry out the affairs and 
responsibilities of the Association. 

Prior to the organization of the Association, transactions in the 
over-the-counter market were arranged informally and often re- 
sulted in doubt as to the terms of the contracts. This was in con- 
trast to the securities exchanges which had been formulating rules 
governing delivery for many years. The board of governors of the 
Association was thoroughly aware of this problem and appointed a 
committee to draft a Uniform Practice Code which became effective 
in 1941. This Code provides for rulings by the uniform practice 
committee on questions of delivery, when, as, and if, issued transac- 
tions and when, as, and if, distributed transactions; ex-dividend and 


14 SEC StaTEMENT oF Poricy (November 5, 1957). 
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ex-rights transactions; claims and dividends, interest assignments and 
powers of substitution. The scope of the Code and the administration 
of it have been beneficial to the industry as well as to the members of 
the buying public. 

Another important area of the Association’s work is carried on by 
the uniform practice committee which has a secretary on the Associa- 
tion’s staff in the New York office, who serves the Committee on a 
full time basis. 


IV. Discrecinary PRocEEDINGS 


The Maloney Act and the Association’s rules provide for the 
disciplining of members and registered representatives. The by-laws 
did not originally include registered representatives. Article XV of 
the by-laws became effective January 15, 1946, and defined a reg- 
istered representative as every officer, partner of a member and every 
employee or representative of a member, who is engaged in the manag- 
ing, supervision, solicitation or handling of listed or unlisted business 
in securities. Appropriate amendments were made to other sections 
of the by-laws and rules to give the Association the same control 
over registered representatives as it has over members. 

Article V of the Rules of Fair Practice’® provides for penalties 
which may be imposed in disciplinary proceedings. These penalties 
range from censure to expulsion of a member or the revocation of the 
registration of a representative, as well as suspension of each and 
fines of $500 for each or any violation of the rules. Any member 
disciplined is subject to the assessment of costs of any proceedings 
held before the district business conduct committee and on appeal 
before the board of governors. 

A typical complaint arises as a result of an examination of a mem- 
ber, its office procedure, books and records, and from questionnaires 
on participations in underwritings where a security is selling at a 
premium on the offering date. Also, a review is made of the con- 
trols relating to supervision within the member’s organization and 
other areas of the member’s business to determine compliance with 
the Association’s rules.* While the great majority of complaints 
are filed by the district business conduct committee, any member 
of the public may initiate a complaint. 


15 NASD Manwat D (April 1, 1959). 


16 Examinations are conducted on a surprise basis and in recent years have averaged 
1/3 or more of the entire membership. 
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The examiner makes a written report to the district business con- 
duct committee, which decides if there is an apparent violation of 
the rules. For minor infractions the member may be cautioned by 
letter, otherwise a complaint will be filed. In the case of less 
serious infractions a minor violation procedure may be accepted by 
the respondent. Should this procedure be rejected, in which the 
respondent admits the violation and accepts a limited penalty, a 
formal complaint is filed. 

No action may be taken by the district business conduct com- 
mittee or the board of governors until a fair and orderly proceeding 
has been conducted pursuant to the Association’s Code of Procedure. 
A formal complaint specifying in reasonable detail the nature of 
the charges and the rule or rules allegedly violated must be filed 
by any member of the public or by the district business conduct 
committee. A written answer must be filed by the respondent 
within ten business days unless a request for an extension of time has 
been granted. If the respondent does not answer, the second notice 
of complaint is sent and if there is no response to this notice, the 
committee may consider the allegations of the complaint as “ad- 
mitted” by the respondent. Respondents are entitled to a hearing 
before the district business conduct committee at which respondents 
and complainants are entitled to be heard, both in person and by 
counsel. A written decision must be rendered and in every decision 
where a penalty is imposed, a finding must be made that the member 
or registered representative’s conduct is inconsistent with just and 
equitable principles of trade.’7 All decisions of the thirteen district 
business conduct committees are reviewed by a national business 
conduct committee which is a committee appointed annually by the 
board of governors from its own members. With the increase in 
disciplinary activity during the past several years coincidental with 
the increased activity in the securities industry, many more cases 
have been the subject of review by the board of governors. 

These decisions may be appealed to the board of governors within 
fifteen days from the date of the decision. The board of governors 
upon its own motion, may institute a review within thirty days from 
the date of the decision. The board of governors, after holding a 
hearing and making a record at which respondent may appear or 
17 Section 15A(b)(9) of the Securities Exchange Act of 1934, as amended, 52 


Stat. 1070 (1938), 15 U.S.C. § 780-3 (1958); Art. III, § 1 Rules of Fair Practice 
NASD Manvat D5 (April 1, 1959). 
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be represented by counsel, renders a written decision. The board 
may increase, modify or cancel action taken by the district business 
conduct committee or may remand the case for further proceedings. 
A decision by the board may be appealed to the Securities and Ex- 
change Commission which reviews the decision of the board with 
two basic questions in mind (1) whether the evidence warrants the 
board’s finding of violations, and (2) whether, if the finding of 
violations is upheld, the penalty imposed is “excessive or oppressive.” 
The Securities and Exchange Commission may modify the decision 
but may not increase the penalty assessed.’* No penalty becomes 
effective until all periods of appeal have expired. 

An expulsion of a member or revocation of a registration of a 
registered representative is released to the press. Suspensions are 
made known to the members through supplements to section B of 
the Association’s manual. Complaints involving lesser penalties such 
as censures and fines are confidential except as to the Securities and 
Exchange Commission. Of course, if a case is appealed from the 
board to the Securities and Exchange Commission the final order 
of the Commission is released to the public. 

The Code of Procedure adopted by the Association when it 
became registered under the Securities Exchange Act of 1934 has 
proved to be a simple and expeditious method of handling com- 
plaints. The committees are familiar with the practices and problems 
in the over-the-counter industry locally as well as the best practices 
in the industry throughout the country. 

In 1958 district business conduct committees processed 215 cases 
to decision. In the first six months of 1959, district business conduct 
committees decided 120 cases. In 1958 the board of governors had 
40 cases before it on appeal or review. The fact that individuals in 
the securities business volunteered their time and effort to review 
apparent violations prior to filing of a complaint, to participate in 
hearings held and in the rendering of a decision where complaints 
were filed, indicates the degree of effectiveness of self-regulation. 


V. Rutes or Farr Practice” 
Article VII of the by-laws of the Association authorizes the adop- 


18 Section 15A(h) (2) of the Securities Exchange Act of 1934, as amended, 52 Stat. 
1070 (1938), as amended, 15 U.S.C. § 780-3 (1958) ; Herrick, Waddell & Co., Inc., 
23 S.E.C. 301, 302 n.2 (1946). 

19 Code of Procedure, NASD Manvat E (April 1, 1959). 

20 NASD Manuat D (April 1, 1959). 
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tion of Rules of Fair Practice which, if amended, must be voted 
upon by membership and submitted to the Securities and Exchange 
Commission. If approved by the membership and not disapproved 
by the Commission, they become effective as of the date prescribed 
by the board of governors. 

The Board has adopted 28 rules which are designed to carry out 
the intent of Congress when it passed the Maloney Act. The rules 
were designed to eliminate abuses which might lead to the defraud- 
ing of investors and beyond this were intended to promote high 
standards of commercial honor. The foundation rule is Article III, 
Section I:?* 


A member, in the conduct of his business, shall observe high 
standards of commercial honor and just and equitable principles of 
trade. 


Some of the more important of the rules as far as the public is 
concerned relate to dealing fairly with customers, prohibiting fraud- 
ulent or manipulative activities, prohibiting the misuse of customers’ 
funds and requiring certain disclosures on confirmations to cus- 


tomers. Other rules relate to the keeping of books and records 
and the supervision of employees. 

One section of the rules”? requires that members deal with non- 
member brokers and dealers on the same basis as with other members 
of the public and, further, prohibits members from joining with 
any non-member broker or dealer in any syndicate or group con- 
templating distribution to the public of any issue of securities or 
any part thereof.** Thus, non-members may not participate with 
members in underwritings. In day-to-day trading, however, mem- 
bers may give discounts to other members which they are not per- 
mitted to give to non-members. Thus, there is a strong incentive to 
membership and further, a member can rely on the fact that another 
member has agreed to abide by the Association’s rules and is subject 
to disciplinary proceedings if these rules are not observed. 

In addition to these specific rules, the board of governors of the 


21 NASD Manuat D-5 (May 1, 1959). 

22 Article III, Section 25 of the Rules of Fair Practice, NASD Manual D13 
(April 1, 1959). 

23 Securities Exchange Act of 1934, section 15A(i), as amended, 52 Stat. 1073 
(1938), as amended, 15 U.S.C. § 780-3(i) (1958). See S. Rep. No. 1445 at 8-9 and 
H.R. Rep. No, 2307 at 9, 75th Cong., 3d Sess. (1938). 
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Association has over the years adopted certain policies under Article 
III, section 1 of the rules. These policy determinations represent 
important advances in promoting good business ethics in the securi- 
ties industry generally. Perhaps the most significant is the board’s 
“markup” or “5% Policy.” ** This policy, adopted in 1943, states 
that it shall be deemed conduct inconsistent with just and equitable 
principles of trade for members to enter into any transaction with a 
customer in any security at a price not reasonably related to the 
current price of the security. The Association has made a survey 
which showed that the general practice of the business on markups 
was at 5 per cent or less.”* 

In determining the amount of markup, all relevant factors should 
be considered, such as whether the stock is low-priced, the amount 
of funds in the transaction, whether the market is active or inactive, 
whether more than the usual time and effort were involved in 
obtaining the security to consummate the sale and any extraordin- 
ary or unusual services rendered to the customer. 

Some Association members petitioned the SEC to direct the 
Association to submit this policy to a vote of the membership on 
the ground that the policy was tantamount to a rule. After a public 
hearing, the SEC in its decision concluded that the board of governors 
was not imposing any new standard under the “5% Policy” because 
fair dealing with customers imports the charging of prices reasonably 
related to the current market. 

The Commission in 1959 upheld a decision of the board of gover- 
nors of the Association which fined a member $1,000 for unfair mark- 
ups. The member dealt primarily in low-priced securities and un- 
successfully advanced the argument that in such an activity it could 
not conform to the board’s policy. 


Another interpretation under Article III, section 1 relates to “free- 
riding” and “withholding.” ** This interpretation was adopted by 
the board of governors in lieu of the adoption of a rule proposed by 
the SEC relating to the activities of underwriters, selling group 
members and dealers participating in underwritings in connection 
with the offering of new securities. 


24 Loss, SECURITIES REGULATION 858-860. (1951, Supp. 1955). 
25 Nat’l Ass’n of Securities Dealers, Inc., 17 S.E.C. 459 (1944). 


26 Samuel B. Franklin & Co., SEC Securities Exchange Act Release No. 5915, 
March 24, 1959, appeal docketed, No. 16514, 9th Cir., June 26, 1959. 


27 NASD Manual G 23 (April 1, 1959). 
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The interpretation states that members have an obligation to make 
a bona fide public offering of securities acquired by a participation 
in an initial public offering. Any sale of such securities to an officer, 
partner, employee or director of a member or to the immediate family 
of such persons, in excess of their normal investment practices, except 
as otherwise provided in a prospectus, does not as far as that member 
is concerned, constitute a bona fide public offering. 

This rule has been the subject of much disciplinary activity in the 
past few years. While each disciplinary proceeding is decided on the 
merits and often there are different factors and considerations in a 
“free-riding” case, district business conduct committees and the board 
of governors have normally imposed penalties commensurate with 
any profit taken. 

The board has adopted other interpretations, one with respect to 
flamboyant advertising and another relating to special concessions 
and “deals” in connection with the sale of investment company 
shares by underwriters.”* 

Besides enforcing its own rules and the interpretations thereunder, 
the Association also enforces the SEC’s net capital rule and regu- 
lation T of the Federal Reserve Board.*® The net capital rule re- 
quires that a broker-dealer’s aggregate indebtedness shall not exceed 
a ratio of 20 to 1. Apparent violations arising from examinations are 
referred to the SEC. The Association also enforces the SEC rule 
on the keeping and preservation of books and records.** 

The investment companies committee of the Association adminis- 
ters and enforces as to members, the SEC’s Statement of Policy 
which provides for high standards in sales literature and advertising 
relating to shares of investment companies. This literature or ad- 
vertising is reviewed to insure that it is not misleading, flamboyant 
or otherwise unfair to the end that the public is properly protected 
in the purchase of investment company shares. When the State- 
ment of Policy was promulgated in 1950, at the request of the Com- 
mission and the investment companies themselves, the Association 
undertook to review this literature. Since 1950 approximately 53,000 
pieces of literature have been filed with the Association and com- 
ments have been made on approximately 32,000. Should these 


28 NASD Manual G 19 (April 1, 1959). 

29 17 C.F.R. § 240.15c-3 (Supp. 1959). 

3012 C.F.R. § 240.1-.8 (1959). 

8117 C.F.R. § 240.17a-3 (Supp. 1959) ; NASD Manual I 15 (April 1, 1959). 
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comments be unfavorable and the literature has been circulated, the 
member is requested to withdraw the literature from use. Misleading 
literature has been the basis for disciplinary action by district busi- 
ness conduct committees. 

Regulation T** of the Federal Reserve Board establishes require- 
ments for brokers and dealers in effecting transactions of purchase 
and sale for customers in cash accounts. The regulation provides 
that customers shall pay promptly and in any event before the end 
of seven business days for the securities they buy and if payment 
is not received within seven full business days the transaction must 
be cancelled. The Association is authorized, as are registered securi- 
ties exchanges, to grant extensions of time when exceptional cir- 
cumstances warrant such action, if the extension is sought prior to 
the expiration of a seven day period. 


VI. Cases or UNusSUAL INTEREST 


As of July 1959, thirty-five cases had been appealed from the 
board of governors to the SEC.* In very few cases has the Com- 
mission seen fit to question the findings of the board of governors 
or the penalties imposed. In very few cases has it changed the 
board’s findings and modified or reversed the disciplinary action 
taken by the board. 

Curiously enough two of the cases where the Association was 
reversed turn on the same subject matter. 

In 1945 the Association took disciplinary action against 70 mem- 
bers engaged in the distribution of bonds of the Public Service 
Company of Indiana for the failure to maintain the price mainte- 
nance agreements. The Commission called six of these cases con- 
sidered typical up for review. The Commission held, that any 
interpretation by the Association to the effect that it was unethical 
conduct to fail to comply with price maintenance agreements would 
be contrary to section 15A(b)(7).** Hence, the Association’s dis- 
ciplinary action was set aside.*® 


82 Issued pursuant to §§ 7 and 8(a) of Securities Exchange Act of 1934, 48 Stat. 
886, 888, as amended, 15 U.S.C. §§ 78g, 78h (1958). 


83 This total includes one case which was later withdrawn and treats the six Public 
Service Co. of Indiana cases as one Nat’l Ass’n of Securities Dealers, Inc., 19 S.E.C. 
424 (1945). 

84 52 Stat. 1070 (1938), as amended, 15 U.S.C. 780-3 (1958). 

85 Nat’l Ass’n of Securities Dealers, Inc., 19 S.E.C. 424 (1945). Loss, SecuriTIEs 
REGULATION 948-954 (1951, Supp. 1955). 
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Only three cases which were affirmed by the board of governors 
and the Commission have been appealed to the courts.** 

The important holding in the R. H. Johnson case was the Second 
Circuit’s conclusion that the Maloney Act did not involve an uncon- 
stitutional delegation of power to the Association. The Supreme 
Court refused to review this decision where the member was expelled 
for excessive activity in the account of a customer. And it was held 
that officers, partners and employees of a member may be named 
causes of such expulsion. 

In the Klein case the Association expelled the member for selling 
oil royalties to two customers at a markup of 50 per cent over its cost. 
The Commission dismissed the application for review,** and the court 
of appeals remanded the case to the SEC because of the Association’s 
failure to warn or discipline the member for simliar markups at the 
time of a prior examination. The court specifically started, however, 
that, absent this failure, it was not to be understood as saying that a 
50 per cent markup might be a prima facie basis for disciplinary action. 

The record of reversal before the Commission and the fact that few 
cases have gone to the courts indicates an understanding upon the 


part of the industry that it has a responsibility and obligation to 
abide by the Association’s rules or suffer sanctions. While the Com- 
mission does not extend to the NASD the presumption of a fact 
finding body; i.e., without a clear showing of error that the Associa- 
tion’s determinations are correct, the results over the years would 
indicate such a trend. 


VII. VariasLce ANNurTIES Case 


On March 19, 1959, the Supreme Court delivered an opinion hold- 
ing that variable annuities are securities and must be sold to the pub- 
lic under the same federal controls that govern the distribution of 
other types of securities.** 

The Association intervened in a suit instituted by the Securities 
and Exchange Commission to enjoin Variable Annuity Life Insurance 
Company of America and The Equity Annuity Life Insurance 


86 R. H. Johnson & Co. v. SEC, 198 F.2d 690 (2d Cir. 1952), cert. denied, 344 U.S. 
855; Klein v. SEC, 224 F.2d 861, (2d Cir. 1955) ; Samuel B. Franklin, supra note 26. 
This does not include the Otis case where the Association rescinded an order suspend- 
ing Otis & Co. for failure to answer certain requests for information. 16 SEC Ann. 
Rep. 59 (1950) ; 19 td. 50 (1953) ; 21 id. 45 (1955). 

87 R. V. Klein Company, 36 S.E.C. 146 (1954). 

88 SEC v. Variable Annuity Life Ins. Co. of America, 359 U.S. 65 (1959). 
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Company from offering their contracts to the public without registra- 
tion under the Securities Act of 1933 and complying with the In- 
vestment Company Act of 1940. The district court denied relief 
and the court of appeals affirmed. 


The Supreme Court in a five to four decision reversing the lower 
courts held: 


[T]he variable annuity places all the investment risks on the 
annuitant, none on the company. The holder gets only a pro rata 
share of what the portfolio of equity interests reflects—which may 
be a lot, a little, or nothing. . .. We conclude that the concept of 
‘insurance’ involves some risk-taking on the part of the insurance 
company. ... In hard reality the issuer of a variable annuity that 
has no element of a fixed return assumes no true risk in the insurance 
sense. .. . There is no true underwriting of risks, the one earmark 
of insurance as it has commonly been conceived of in popular under- 
standing and usage.*® 


a concurring opinion, Justice Brennan stated: 


[Where the investor is asked to put his money in a scheme 
for managing it on an equity basis, it is evident that the Federal 
Act’s controls become vital. . .. There is no reason to suppose that 
Congress intended to make an exemption of forms of investment to 
which its regulatory scheme was very relevant in favor of a form 
of state regulation which would not be relevant to them at all... . 


Since these contracts are in fact covered by the (Securities) 
Acts, there can be no reason why their issuers should be able to 
carry on the investment business in a way which Congress has for- 
bidden. . . . Congress need not go through the initial travail of re- 
enacting its general regulatory scheme every time a new form of 
enterprise is introduced, if that new form falls within the scheme’s 
coverage.*° 


The minority opinion stated that the majority was abandoning the 
historic approach of the federal government in allowing state regu- 
lation of the insurance industry which was confirmed by the Mc- 
Carran Act of 1944. 


VIII. Conciusion 
We have seen more than a decade pass since the enactment of the 


89 Id. at 71-73. 
40 Jd. at 80, 93. 
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federal securities laws. Much has been accomplished through govern- 
mental regulation. The public’s confidence in the securities industry 
and the markets is strong and, more than ever, individuals from every 
area and status in life are becoming corporate shareholders. 

The relations between the Securities and Exchange Commission 
and the Association have helped to produce this confidence. En- 
lightened regulation by the government and self-regulation by the 
industry should continue this trend. 

The Association has grown in size and experience in this period 
and still stands as a unique and effective landmark in cooperative 
regulation. 
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I. INTRODUCTION 


The assumption of fiduciary responsibilities by management is 
an integral element of the investment company structure. The 
spectacular growth of investment companies in the United States, 
a financial achievement symbolic of our economic growth, is due 
in large measure to the confidence reposed in these companies.’ This 
confidence, a striking change from the post-depression attitude of 
the thirties,” reflects in turn the undertaking on the part of investment 
company management to.administer with probity the public’s savings 
entrusted to it. Investors are asked not to attempt to exercise their 
own judgment in investing and reinvesting in securities but rather 
to rely upon the investment company’s professional expert staff.’ 


*B.S.S., 1931, College of the City of New York; LL.B., 1933, New York Uni- 
versity Law School. Member of New York Bar. 

1 The assets of the investment company industry have grown from $2.5 billion in 
1941, one year after the enactment of the Investment Company Act of 1940, to over 
$18 billion in 1959. The growth has mainly been accomplished by the open-end in- 
vestment companies, the so-called mutual funds. These companies generally engage 
in a continuous public offering of their stock which is redeemable upon demand at 
the option of the holder. The number of open-end companies registered with the 
Securities and Exchange Commission increased from 141 in 1941 to 259 in 1959. The 
number of stockholders has also increased greatly. The National Association of 
Investment Companies reported a growth in shareholder accounts of their member 
companies, comprising the bulk of the industry, from 762,200 at the end of 1940 to 
3,895,224 at end of 1958. NationaL ASSOCIATION OF INVESTMENT CoMPANIES STA- 
TISTICAL SuMMaRY, 1940-1958. 


2 See S. Rep. No. 1775, 76th Cong., 3d Sess. 6-7, 12 (1940); H.R. Rep. No. 2639, 
76th Cong., 3d Sess. 9-10 (1940). These reports contain a general discussion of the 
abuses found to have existed in the investment company field. 

3 Typical statements in selling literature are: 

Investment Management. Holdings are selected, reviewed, and supervised by 
an experienced staff whose full time duty is the management of the funds under 
sponsorship. 

The investor seldom has a position of advantage in seeking investment op- 
portunities. .. . This 25-year-old mutual fund is the oldest and largest provid- 
ing professional management and prudent diversification in these industries. 

Fund is a conservatively managed balanced fund with an 
investment policy that can be compared to your experience as a careful driver 
on a long trip. 

Through Fund investors can obtain the advantage of pro- 
fessional investment management generally available only to persons or institu- 
tions with large amounts of capital. 
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The resulting relationship of dependence and trust, as a practical 
matter, is not different from that of a client depositing his funds 
with an investment consultant in a discretionary account or a client 
consulting an attorney or other person holding himself out to engage 
in a fiduciary profession. The investment company industry, by and 
large, recognizes and in fact, emphasizes this obligation of fidelity 
and integrity.* 

The task of the SEC under the various statutes administered by 
it and particularly under the Investment Company Act of 1940,° 
is to assure that management adheres to the principles of faithful 
performance concomitant with its undertaking. Apart from its func- 
tions in securing compliance with specific provisions of the Invest- 
ment Company Act, the SEC may initiate proceedings for the 
judicial removal of faithless management pursuant to the provisions 
of section 36 of the act. This article deals with this important remedy 
and its implications and discusses certain problems which have been 
blocked out in this area. 


II. THe BACKGROUND AND PuRPOSE OF SECTION 36 


The extent of the regulation of investment companies by the SEC 
was carefully prescribed in the Investment Company Act. In re- 
sponse to contentions that the Commission sponsored bill was too 


4 Hearings on S. 3580 Before a Subcommittee of the Senate Committee on Banking 
ww.” 76th Cong., 3d Sess. 345, 380, 504, 581, 585, 596, 598, 601, 625, 641 

5 54 Stat. 789 (1940), as amended, 15 U.S.C. § 80a (1958). 

Throughout this article the author cites sections of the Investment Company Act 
of 1940. The following are the parallel citations for these sections to the Statutes at 
Large and the U. S. Code: 

Section 1(b), 54 Stat. 790, as amended, 15 U.S.C. $ 80a-1(b) (1958). 

Section 2(a) (4), 54 Stat. 791, as amended, 15 U.S.C. § ere o (1958). 

Section 3(a), 54 Stat. 797, as ‘amended, 15 'U. S.C. § 80a-3(a) (1958). 

Section 6(c), 54 Stat. 802, as amended, 15 U.S.C. § 80a-6(c) (1958). 

Section 7, 54 Stat. 802, as ‘amended, 15 U.S.C. § 7 ki 

Section 8, 54 Stat. 803, as amended, 15 U.S.C. § 

Section 9, 54 Stat. 805, as amended, 15 U.S.C. § 

Section 10, 54 Stat. 806, as amended, 

Section 15, 54 Stat. 812, as amended, 
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Section 18, 54 Stat. 817, as amended, 15 
Section 22, 54 Stat. 823, as amended, 15 
Section 23, 54 Stat. 825, as amended, 15 
Section 36, 54 Stat. 841, as amended, 15 
Section 37, 54 Stat. 841, as amended, 15 
Section 42, 54 Stat. 842, as amended, 15 
Section 46(a), 54 Stat. 845, as amended, 1 
Section 50, 54 Stat. 846, as ‘amended, 15 
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vague or too broad in many instances in its delegation of powers to 
the Commission, the final version, as enacted with the general support 
of the industry,® spelled out in considerable detail specific prohibitions, 
limitations and requirements to which the activities, functions, struc- 
ture, personnel and affiliates of investment companies were subject.’ 
The obligation of management, however, to conduct its activities on 
the high ethical plane required of fiduciaries was engrossed in the 
statute in broad language. 

The statutory declaration of the policy and purposes of the Invest- 
ment Company Act contained in section 1(b) is in effect a codifica- 
tion of general fiduciary duties imposed upon directors, officers, 
investment advisers and other controlling or managerial personnel 
of investment companies. The legislative objective is declared to 
be to mitigate and so far as is feasible, to eliminate various enumer- 
ated “conditions” adversely affecting the national public interest and 
interest of investors. These “conditions” or abuses are stated to exist: 

(1) When investors do not receive adequate, accurate and ex- 
plicit information; 


6 See S. Rep. No. 1775, 76th Cong., 3d Sess. 1 (1940); H.R. Rep. No. 2639, 76th 


Cong., 3d Sess. 5 (1940). Representatives of investment companies vigorously 
objected to various provisions of the original bill and particularly to broad rule-making 
authority proposed to be delegated to the SEC allegedly without specific standards. 
Hearings on S. 3580, supra note 4, at 388, 408, 508, 545, 547, 571, 583, 609, 668. 
Counter-suggestions for legislation on the part of the industry (Id. at 1053- 59), led to 
conferences between SEC and industry representatives, with the “blessings” of the 
Senate Committee, resulting in a memorandum of agreement in principle which 
formed the basis for the statute as enacted. Jd at 1108; Hearings on H.R. 10065 
Before a Subcommittee of the House Committee on Interstate and Foreign Com- 
merce, 76th Cong., 3d Sess. 63, 95-100 (1940). The Investment Company Act, in 
effect a compromise statute, passed both houses without opposition, For general 
discussion of the original bill and the statute, see also Loss, SecuriTrEs REGULATION 
94-102 (1951); Jaretzki, The Investment Company Act of 1940, 26 Wasu. U.L.Q. 
303-47 (1941) ; Thomas, The Investment Company Act of 1940, 9 Geo. Wasu. L. REv. 
918-46 (1941); Motley, Jackson and Barnard, Federal Regulation of Investment 
Companies Since 1940, 63 Harv. L. Rev. 1134-56 (1950). 


7In the areas regulated, to a great extent, the act contains specific prohibitions, 
requirements and limitations with express authority in the Commission in certain cases 
to grant exemptions (in the nature of licenses or approvals) by rule or regulation or 
by order. The Commission also has broad exemptive authority under § 6(c) of 
the act subject to standards therein expressed. See Jaretzki, supra note 6, at 311. 
It is noteworthy that, within the structural and organizational requisites of the act 
and within the bounds of good faith and arms-length dealing, management is un- 
fettered in the exercise of its investment judgment over its assets and operations. 
See Motley, Jackson and Barnard, supra note 6, at 1142, 1156. 

The SEC has viewed the act as probably the “minimum workable regulation of 
investment companies”, indicating that if any amendments seem advisable, the “Com- 
mission has full power under section 46(a) of the Act to make appropriate recom- 
mendations to the Congress.” SEC, Report oN INVESTMENT TRUSTS AND INVESTMENT 
CompPantgs pt. V, at 383 (1941). Recommendations for amendments have been made 
to the Congress in 1957 and in 1959, 23 SEC Ann. Rep. 10-12 (1957); H.R. 2481, 
S. 1181, 86th Cong., 1st Sess. (1959). 
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(2) When investment companies are organized or operated in 
the interest of directors, officers, investment advisers, underwriters, 
brokers, dealers, or particular securities holders, or persons, rather 
than in the interest of all security holders of such companies; 


(3) When investors are subjected to inequitable or discrimina- 
tory terms in their securities, or do not receive the protection their 
securities provide; 

(4) When control is unduly concentrated or is inequitably 
distributed or when irresponsible persons assume management; 


(5) When investment companies employ unsound or misleading 
accounting methods; 


(6) When investment companies are reorganized, change their 
character, or when their control or management is transferred, with- 
out the consent of their security holders; 


(7) When excessive borrowing increases unduly the speculative 
character of the junior securities; or 


(8) When investment companies operate without adequate assets 
or reserves. 


Although couched in the terminology applicable to investment 
companies, the basic tenets underlying the law of trusts and trustee- 
ship can be unmistakably recognized in the admonition of this declara- 
tion of policy. The principles of full and fair reports to beneficiaries, 
no self-interest on the part of the trustee as against the interest of 
beneficiaries, protection of the rights of beneficiaries, no undue 
speculation with their property, sound accounting and a nece 
consent to modifications of the trust are clearly visible.* The detailed 
substantive provisions of the act are intended to effectuate the code 
of fiduciary standards thus established. There is no reason to conclude 
that fiduciary standards applicable at common law to the manage- 
ment of corporations are delimited or expunged because of the 
existence of specific requirements or specific prohibitions in the 
act.” Even a statute as elaborately drawn as the Investment Company / 


8 See RESTATEMENT, Trusts §§ 170, 172, 174, 177, 178, 216, 227 (1935). 


®It may be noted that § 50 of the act evinces a congressional intent that its pro- 
visions should not be interpreted to pre-empt a field where no conflict exists. Sec- 
tion 50, 54 Stat. 846 (1940), 15 U.S.C. § 80a-49 (1958), reads in part: 

. nor shall anything in this title affect the jurisdiction of any other com- 
mission, board, agency, or officer of the United States or of any State or 
political subdivision of any State, over any person, security, or transaction, 
insofar as such jurisdiction does not conflict with any provision of this title 
or of any rule, regulation, or order hereunder. 
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Act" could hardly be expected to enumerate and proscribe all possible 
types of misconduct, fraud or overreaching by which a faithless 
manager might exploit his position.”* 

It was with this thought in mind that the Commission recom- 
mended in the original measure that any gross misconduct or gross 
abuse of trust be made unlawful.’? To this suggestion representatives 
of investment companies objected contending that the meaning of 
“gross misconduct” and “gross abuse of trust” was too “indefinite,” 
“obscure” and “indefinable” to be made the basis of a federal penal 
offense.* They had no objection, however, to providing the Com- 
mission with the right to bring injunctive action in the federal courts 
for the removal of members of management guilty of such conduct." 


The ultimate version, section 36, authorizes the Commission to bring 
an action in the proper federal court upon allegations that any 
officer, director, member of an advisory board, investment adviser, 
or depositor of a registered investment company, or principal under- 


10 The original bill recommended by the SEC was drafted on the basis of a five- 
year study of investment companies. SEC, Report oN INVESTMENT TRUSTS AND IN- 
VESTMENT CoMPANIEs pts. I, II, III (1939-1940). Congressional hearings occupied 
21 days during a period of three months and reflected considerable preparation. The 
final bill was drafted after five weeks of intensive work by SEC and investment 
company counsel. Hearings on H.R. 10065, supra note 6, at 63 

11 The act endeavors to prevent or avoid malpractices by eliminating or reducing 
conflicts of interest. See, for example, provisions dealing with qualifications of 
directors, requirements for a minimum number of independent directors, simplified 
capital structures, prohibitions against transactions between affiliated persons and the 
investment company and provisions governing joint transactions, brokerage transac- 
tions and the distribution and repurchase of securities. Sections 9, 10, 17, 18, 22 and 
23 


12 Section 17(e) of S. 3580, 76th Cong., 3rd Sess. (1940) provided as follows 
(Hearings on S. 3580, supra note 4, at 12): 

(e) Any gross misconduct or gross abuse of trust in respect of a registered 

investment company, on the part of any person registered under section 9 


as an affiliated person of or principal underwriter for such company, shall be 
unlawful. 


The objective was expressly to impose fiduciary obligations upon management and 
to make it a crime to violate those obligations. In the light of the penalty involved 
and in order to avoid too rigorous a standard, which might encompass cases of simple 
negligence, the test proposed in the bill was “gross misconduct or gross abuse of 
trust”. Id. at 262. 

13 Td. at 380, 1056; Hearings on H.R. 10065, supra note 6, at 124. 


14The memorandum of agreement, in principle between the Commission and in- 
dustry, (see supra note 6) provides: 
The Commission is to have the right to bring proceedings in courts of ap- 
propriate jurisdiction to enjoin any proposed gross misconduct or gross abuse 
of trust, or for an adjudication of gross misconduct or gross abuse of trust for 
the purpose of disqualifying a person under paragraph 8. Larceny and em- 
bezzlement are to be made specific Federal offenses. Supra note 4, at 98. 
Paragraph 8 of the memorandum dealt with disqualification of officers, directors and 
other affiliated persons. Id. at 97. 
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writer of a registered open-end company, unit investment trust or 
face-amount certificate company has been guilty of gross misconduct 
or gross abuse of trust.** If the Commission’s allegations are estab- 
lished, the court “shall enjoin such person from acting in such 
capacity or capacities either permanently or for such period of time 
as it in its discretion shall deem appropriate.” *** 

Implicit in the provisions of section 36, fortified by the policy 
declaration of section 1(b), is a legislative pronouncement of the 
responsibility of management to act in accordance with traditional 
equitable concepts. The obligations of proper “conduct” and “trust” 
thus devolving upon management transcend the specific requirements 
and prohibitions set out in the various substantive provisions of the 


15 The full text of section 36, 54 Stat. 841 (1940), 15 U.S.C. § 80a-35 (1958), is as 
follows : 

The Commission is authorized to bring an action in the proper district court 
of the United States or United States court of any Territory or other place 
subject to the jurisdiction of the United States, alleging that a person serving 
or acting in one or more of the following capacities has been guilty, after the 
enactment of this title and within five years of the commencement of the 
action, of gross misconduct or gross abuse of trust in respect of any registered 
investment company for which such person so serves or acts: 

(1) as officer, director, member of an advisory board, investment adviser, or 
depositor ; or 

(2) as principal underwriter, if such registered company is an open-end 
company, unit investment trust, or face-amount certificate company. 

If the Commission’s allegations of such gross misconduct or gross abuse of 
trust are established, the court shall enjoin such person from acting in such 
capacity or capacities either permanently or for such period of time as it in its 
discretion shall deem appropriate. 

The final version of the statute also included a new section 37, making larceny 
and embezzlement of property of any registered investment company a federal crime. 


15a Somewhat comparable provisions empowering the court to remove the directors 
of a corporation for abuse of trust upon the suit of the state attorney-general appear 
in the corporation law of New York, N.Y. Gen. Corp. Law §§ 60, 61 and 134. But 
see Loss, SEcuRITIES REGULATION 558-59 (1951), (Supp. 1955, at 252-53) as to the 
inefficacy of this statute to protect security holders’ interests. 

The English Companies Act, 1948, 11 & 12 Geo. 6, c. 38, §§ 164-69, 210, 222-24, 
authorizes the Board of Trade to take action somewhat comparable to that en- 
compassed in section 36 of the Investment Company Act in the event the Board’s 
appointed inspectors report the existence of fraud, misconduct or oppression to obtain 
a court order winding up the company or for appropriate relief. The Board’s power of 
visitation and authority to bring legal proceedings has been used effectively in lieu 
of shareholder’s derivative actions, frequently through discussion preliminary to 
Board action resulting in satisfactory settlements. Gower, Some Contrasts Between 
British and American Corporation Law, 69 Harv. L. Rev. 1387-1389; Loss, op. 
cit. supra at 557-58 and (Supp. 1955 at 252.) The Union of South Africa Com- 
panies Act contains similar provisions authorizing the Minister of Economic Affairs 
to take investigative and court action. For discussion, see SuzMAN, THE SouTH 
ArricAN CoMPANIEs Acts, 74-79, 228-236 (1952). The corporation laws of Canada 
have somewhat analogous provisions authorizing the Secretary of State or other 
designated official to appoint inspectors to investigate the affairs of a corporation 
and to report thereon but these powers have rarely been invoked or exercised. 
Can. Rey. Stat. c.53, §§ 112-114 (1952) ; Fraser, CANADIAN Company Law 211-212 
(1945) ; Wecenast, CANADIAN CoMPANIES 813-815 (1931). 





272 THE GEORGE WASHINGTON LAW REVIEW 


Investment Company Act. The Commission and the courts are em- 
powered specifically to deal with violations of these requirements 
and prohibitions pursuant to section 42 of the act; and without re- 
course to section 36, injunctions under subdivision (e) of section 42 
would result in automatic disqualification of persons enjoined under 
the court’s decree from acting as “officer, director, member of an 
advisory board, investment adviser, or depositor of a registered in- 
vestment company”, or as “principal underwriter for any registered 
open-end company, registered unit investment trust, or registered 
face-amount certificate company”.’* The terms “misconduct” and 
“abuse of trust” contained in section 36, while not excluding violations 
of statutory provisions, thus have a wider significance. 


Ill. THe Scope or SEcTION 36 


The full sweep of section 36 was delineated within a few years 
after the effective date of the Investment Company Act in Aldred 
Investment Trust v. Securities and Exchange Commission" where 
the court had occasion to consider the extent to which fiduciary 
standards were incorporated in the act. Observing that an invest- 
ment company is essentially a liquid aggregation of capital consist- 
ing of public savings turned over to the company for investment 
in productive enterprise in order to obtain diversification and expert 
management, the court noted that by reason of its essential character 
of liquidity the investment company is peculiarly subject to abuse. 
Referring to section 1(b), the court stated that its provisions in 
effect codify the fiduciary obligations placed upon officers and 
directors of investment companies. It found ample support in the 
evidence before the trial court that the defendant trustees had pur- 
sued a course of conduct motivated by self-interest and personal 
advantage and the calculated denial of fiduciary obligations so as 
to constitute a gross abuse of trust within the meaning of section 
36 without relying upon any violation of any specific provision of 

~ the act.'® 

16 Section 9(a) of the act makes it unlawful for any person to serve as officer, 
director, member of an advisory board, investment adviser of any registered invest- 
ment company or as principal underwriter of any registered open-end company, 
unit investment trust or face-amount certificate company if convicted of certain 
crimes, or if enjoined for misconduct, in connection with financial or securities 


activities. Cf. sections 9(d) and 38(e) of the original bill. Hearings on S. 3580, 
supra note 4, at 7, 25. 


17151 F.2d 254 (1st Cir. 1945), cert. denied, 326 U. S. 795 (1946). 
18It is noteworthy that the court cited the following statement of Mr. Justice 
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In the Aldred case, the investment company, a common law trust 
organized under the laws of Massachusetts, had $5,900,000 principal 
amount of debentures outstanding in the hands of the public and 
assets with a market value considerably below this amount. The 
investment company could not meet interest requirements out of 
income, and the controlling stockholder continued a policy of 
liquidating capital assets in part to pay interest and current expenses, 
including salaries and rentals to himself. Faced with the views of 
the SEC that several plans of reorganization proposed by him were 
grossly unfair because they did not recognize the debenture holders’ 
virtually exclusive interest in the investment company, the principal 
stockholder rejected the alternatives of liquidation or reorganization. 
Instead, gambling with the debenture holders’ stake, he caused 30 per 
cent of the company’s portfolio of marketable securities to be liqui- 
dated and the proceeds invested in a controlling interest in a race track. 
The purchase price included a premium for control. The principal 
stockholder and his associates became officers of the company operat- 
ing the race track at substantial salaries. Approval of this departure 
from the investment company’s declared policy of diversification and 
of not investing in a company for the purpose of exercising control 
was obtained at a meeting of stockholders, to which completely 
inadequate notice was given. A positive plan of concealment was 
pursued designed to prevent objections to the change in policy and 
recourse to the courts. Requests for information subsequently were 
evaded with the hope that an impending racing season if successful 
would still any complaints. 

In reaching its decision that the principal stockholder and his as- 
sociates were guilty of gross abuse of trust in “using their control 
of other people’s money to enrich themselves through the perquisites 
Douglas in Pepper v. Litton, 308 U. S. 295, 311 (1939) : 

He who is in such a fiduciary position cannot serve himself first and his cestuis 
second .. .. He cannot use his power for his personal advantage and to the 
detriment of the stockholders and creditors no matter how absolute in terms 
that power may be and no matter how meticulous he is to satisfy technical 
requirements. For that power is at all times subject to the equitable limitation 
that it may not be exercised for the aggrandizement, preference, or advantage 
of the fiduciary to the exclusion or detriment of the cestuis. Where there is a 


violation of those principles, equity will undo the wrong or intervene to pre- 
vent its consummation. 

The concurring opinion of Judge Peters in the Aldred case, 151 F.2d at 261, states: 
In view of the declaration of policy set forth in the act in question it appears 
that the term “gross abuse of trust,” as used therein, covers a course of conduct 
by the officers and controlling stockholders of an investment company in 
violation of the standards of conduct generally applied to fiduciaries, such as 
would exist if they were acting with other than disinterested motives. 
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of such control,” *** the court disregarded permissive and exculpatory 
indenture provisions’® and affirmed the decree below which enjoined 
the defendants from acting as officers and trustees and appointed 
receivers with power to reorganize or liquidate the investment trust.” 
As to the latter phase of the case, the court pointed out that “section 
36 invokes the equity power of the federal court and that calls into 


play its inherent powers where necessary to do justice and grant full 
relief.” * 


The recent case of SEC v. Insurance Securities, Inc.”? dismissing a 
suit brought by the Commission under section 36, did not follow 
the all-inclusive approach taken in the Aldred decision. In the In- 
surance Securities case the SEC alleged that the sale of a controlling 
block of stock of a company acting as investment adviser and principal 
underwriter of an investment company at a price substantially in 
excess of book value constituted improper conduct actionable under 
section 36.** It contended in essence that the sale of a fiduciary posi- 


18a See note 17 supra. 


19 The indenture under which Aldred Investment Trust was organized provided 
that no investment “shall be deemed improper because of its speculative character, 
or because a greater proportion of the trust estate is invested therein than is usual 
for trustees, or because the officers or trustees may have an interest therein or 
stand to profit from such investment”. The intent of the trust was stated as providing 
the trustees and officers with the “utmost freedom” and “no limitation upon such 
absolute discretion.” Cf. sections 17(h) and (i) of the Investment Company Act 
which require elimination of any provision in such instruments which protect or 
purport to protect officers, directors, investment advisers or principal underwriters of 
registered investment companies against any liability to the company or its security 
holders to which they would otherwise be subject by reason of willful misfeasance, 
bad faith, gross negligence or reckless disregard of the duties of their position. These 
provisions would seem to be a codification of equitable principles applied to any 
trust, despite grants of absolute and uncontrolled discretion. RESTATEMENT, TRUSTS 
§ 222 (1935) ; Scort, Trusts § 222.3 (1956). 


20 In a subsequent stage of the proceeding, the court affirmed an order of liquidation 
holding on general equitable grounds that a court of equity has power to appoint 
a receiver to liquidate a corporation or investment trust where fraud, mismanagement 
or abuse of trust is present apart from insolvency or solvency. Bailey v. Proctor, 
160 F. 2d 78 (1st Cir. 1947), cert. denied, 331 U. S. 834 (1947). See Bailey v. 
Proctor, 166 F. 2d 392 (1st Cir. 1948). See also SEC v. Cryan, Civil No. 131-59, 
S.D.N.Y., March 13, 1958; 24 SEC Ann. Rep. 159 (1958). 

21 Aldred Investment Trust v. SEC, supra note 17 at 261. See SEC v. Fiscal Fund, 
Inc., 48 F. Supp. 712 (D. Del. 1943) ; Bailey v. Proctor cases, supra note 20; Tower 
Hill-Connellsville Coke Co. v. Piedmont Coal Co. 64 F. 2d 817 (4th Cir. 1933), 
cert, denied, 290 U. S. 675 (1933). See Comment, 34 Va. L. Rev. 56-64 (1948). 

22 254 F. 2d 642 (9th Cir. 1958), cert. denied, 358 U. S. 823 (1958) ; Comment, 
68 Yate L.J. 113 (1958) ; 72 Harv. L. Rev. 1176 (1959). 

23 In 1942, the SEC released an opinion of its General Counsel taking the position 
that investment advisory contracts are not saleable, that a fiduciary relation is created 
under such contracts, and that receipt of a consideration for any purported assignment 
of such a contract would constitute gross abuse of trust under section 36. SEC 
Investment Co. Act Release No, 354, May 11, 1942. The opinion stated that this 
principle applied to any situation representing an attempt by an investment adviser to 
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tion was involved and that the controlling stockholders could no 
more profit personally from the transaction than could the corporate 
investment adviser itself profit from a direct transfer or relinquish- 
ment of its stewardship.” 

The court agreed that the investment adviser and its directors and 
principal stockholders acquired a fiduciary relationship to the in- 
vestment company by virtue of service contracts with the investment 
company but held that no sale of fiduciary office could have taken 
place since the shift in control of the investment adviser automatical- 
ly terminated the service contracts pursuant to their terms and this 
ended the relationship. The court concluded therefore that the price 
received for the sale of stock of the investment adviser could not 
represent compensation for the sale or transfer of a fiduciary office 
involving the investment company.” 


In searching for the meaning of “gross misconduct” and “gross 
abuse of trust” in the context of the contentions raised, the court 
referred to section 1(b)(6) of the act which condemns transfers 
of the control or management of investment companies “without 
the consent of their stockholders” and noted that section 15 (a) (4) 
gives force and effect to this statutory declaration of policy.** Under 


profit by a purported sale of his fiduciary obligations, irrespective of the form of the 
transaction or the manner or source of payment. The legal status of an investment 
adviser was likened to a trustee or a director or officer of a corporation who are 
prohibited from selling their trust or office. 


24 The SEC pointed to the legislative history of the act as manifesting an intent 
to prevent the abuses resulting from the trafficking in management contracts shown 
to have existed. See H.R. Rep. No. 2639, 76th Cong., 3d Sess. 6 (1940); SEC, 
REPORT ON INVESTMENT TRUSTS AND INVESTMENT CoMPANIES pt. III, at 1029-31, 1078- 
94, 1278-1306, 1363-66, 1874-88, 1912-36, 2765-68 (1940). The argument of the SEC was 
premised on the principle that management controls are powers in trust and cannot 
be bought and sold as if they were the personal effects of the managers. Such trading 
attracts persons with more promotional flare than professional qualifications and 
creates conflicts of interest not likely to be resolved in favor of the investors. New 
management compelled to pay a premium for control might seek to make it up in 
: — disadvantageous to security holders. See Hearings on S. 3580, supra note 

, at , 

25 The SEC’s contention was that the object of the sale of the controlling stock 
was the investment adviser’s strategic position with respect to the investment com- 
pany and that the acquisition of this status assured the purchasers the benefits of 
the service contracts. Despite the court’s conclusion that no transfer of fiduciary 
office could have taken place, it did hold, 254 F. 2d at 650, that “it is no doubt real- 
istic to attribute a large part of the value of the service company stock to the contract 
which it has with” the investment company. 

26 The court noted that in the original bill, the words “and without adequate 
public supervision” appeared at the end of subdivision (6) of the declaration against 
transfers of control or management without the consent of shareholders. S. 3580, 76th 
Cong., 3d Sess. $§ 2 (6) (1940). Because the final form of this subdivision omits the 
quoted words, the court reasoned that Congress believed that the only remedy neces- 
sary with respect to this particular practice was the provision of section 15(a) (4) 
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that section investment advisory contracts must provide for automatic 
termination in the event of assignment.** The court found in this 
statutory setting and in the strong congressional and SEC criticism of 
the lack of prior knowledge or consent of investors in cases of trans- 
fers of management that section 15 (a) (4) constitutes the only remedy 
prescribed by Congress in this area.”* 


The court also rejected the contention of the SEC that the 
fiduciary stockholders had exploited their position for personal profit, 
depriving the investment company shareholders of the benefits to be 
derived from the shift in control. The SEC had pointed out that 
the controlling fiduciaries in obtaining several million dollars more 
than the book value of their stock, would receive a portion of the 
capitalized present value of the future services to be rendered by the 
investment adviser under the new ownership. Since the service con- 
tracts could not be assigned to anyone under the prohibition of 
section 15(a) (4) incorporated in the contracts and since it was for 
the investment company shareholders to decide whether to approve 
new contracts, it seemed to the SEC that the shareholders should 


for automatic termination. This argument ignores the fact that reorganizations and 
changes in the nature of the business of investment companies were also covered by 
subdivision (6) in the original bill as in the present statute. As to both of these 
matters, the original bill gave the Commission supervisory functions—section 25 
required the Commission to pass upon reorganizations and section 13 directed the 
Commission to designate those fundamental investment policies which could not be 
changed without the vote of stockholders. The final version eliminated both of these 
regulatory powers, necessitating, of course, the elimination of the words “and with- 
out adequate public supervision”. Section 15(a) (4), on the other hand, never involved 
Commission supervision and, in fact, was enacted in substantially the same form as 
in the original bill. (S. 3580, 76th Cong., 3d Sess. § 15(b) (4) ). Hence, the elimination 
of the quoted words of the declaration of policy would seem completely irrelevant 
to the issue involved in the transfer of control or management of investment com- 
panies. 

27 The term “assignment” under § 2(a) (4) includes any direct or indirect transfer 
of a contract by the assignor, or of a controlling block of the assignor’s stock. 

28 The court rejected the SEC contention that section 15(a), in requiring stock- 
holder approval of investment advisory contracts, deals solely with the question 
of who the successor investment adviser shall be. In this respect, section 15(a) 
carries out the policy of section 1(b)(6), but does not call upon investors to 
extenuate or condemn any wrongful conduct in which those who sold control have 
engaged. The SEC argued that section 15 did not limit the fiduciary standards in- 
corporated in section 36 but rather buttressed them. For example, in insisting that 
any assignment, even indirectly accomplished, terminates the investment advisory 
contract, Congress intended in section 15(a)(4) to affirm the trust and personal 
relationship of the investment adviser and “that you cannot turn over the manage- 
ment of other people’s money to someone else”. Hearings on S. 3580, supra note 
4 at 253. Thus, the indirect sale of the position of investment adviser through 
the sale of a controlling block of the investment advisory firm’s stock should be 
as much condemned as the sale of the office of director. Certainly the director’s 
position is not one that can be sold simply because section 16(a) contains require- 
ments as to election by stockholders. 
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have received the benefits of any bargain made by their fiduciaries 
whether in terms of profit from the sale of the controlling stock, 
which simply reflected the expected future service relationship, or in 
terms of new service contracts more favorable for the investment 
company. 

Agreeing that it was realistic to attribute a large part of the 
purchase price for the controlling stock of the investment adviser 
to the service contracts, the court held that this did not belong to 
the investment company. The value of the contracts to the invest- 
ment company lay in the services received which is all that it paid 
for. The excess of the purchase price over book value was based 
largely upon the expectation that the service contract would be 
renewed and profits continued to be received. This prospect, the 
court held, was no more an asset of the investment company than 
current profits to the service company as received and did not come 
from the coffers of the investment company but from outside pur- 
chasers.”° 

It is to be doubted whether the Insurance Securities decision will 
have applicability beyond the factual situation and problem present 
in that case.7** The case was one of first impression and dealt with 


29 The view that what was involved in the Insurance Securities case was simply 
the “reinstatement” of service contracts with the approval of stockholders probably 
accounts for the court’s refusal to accept the SEC position. The SEC view was 
that the transfer of control terminated the old contracts by virtue of section 
15(a) (4) and new contracts had to be negotiated between the investment company 
and the investment adviser. There was no such negotiation in the true sense. 
Obviously if fiduciaries acting solely in the interest of the security holders had 
negotiated new contracts on behalf of the investment company, rather than on behalf 
of the selling stockholders of the investment adviser, the excess of price over the 
book or asset value of the control stock would have inured to the benefit of the 
investors. Cf. section 1(b) (2) of the act. 

Section 15 not only makes no mention of reinstatement of a service contract, it 
bars any assignment, direct or indirect, in no unclear terms. The court, however, 
held that under section 15 a terminated service contract “can be reinstated” by a 
vote of the investors. With this as a premise, it suggested that, since no exception 
is made * ‘in the case of an assignment” for a substantial consideration, this practice 
is “permissible” under section 15 and ought not to be subject to injunctive restraint 
under section 36. It then concluded that “a practice which Congress authorized in one 
part of the Act should not be held to be impliedly prohibited in another.” 254 F. 2d at 
649 n. 12. (Emphasis added.) The fallacy of this approach is in the conclusion, con- 
trary to its express terms, that section 15 permits or authorizes stockholder approval 
of assignments of service contracts. 

29a Unquestionably the problems resulting from the relationship between the service 
or management company and the investment company have grown more acute since the 
decision in the Insurance Securities case. As investment companies expand in size, 
management fees based upon a percentage of net asset value are likewise augmented 
until they are greatly in excess of the cost of the services rendered. The lucrative nature 
of this arrangement has attracted the attention of those seeking to profit from trading 
in the stock of service companies. See Bus. Week, May 16, 1959, p. 155; N. Y. 
Herald Tribune, April 1, 1959, § 3, p. 10, col. 2; Fin. World, July 1, 1959, gy 7. 
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a controversial legal issue. The court itself recognized the problem 
before it as a narrow one, pointing out that it was not its task to 
delineate the full breadth of the meaning of the terms “gross mis- 
conduct or gross abuse of trust”. The court, noting that this language 
must have some meaning, in addition to an analysis of express statutory 
provisions, proceeded to examine legislative policy and equitable 
doctrine, as did the court in the Aldred case, to reach its determina- 
tion. This approach can be expected in any future case with the full 
panoply of trustee doctrine as the probable guide for decision. 

That the early view of section 36 has lost none of its vigor in the 
eyes of the Securities and Exchange Commission is illustrated by the 
case of SEC v. McPhail®® now in the course of settlement. This 
proceeding sought an injunction under section 36 of the Investment 
Company Act and the appointment of a receiver and other relief 
under the equity powers of the federal court. 

The Commission alleged that McPhail Candy Corporation, under 
the control of its majority stockholder and three-man board of direct- 
ors, had failed to register under the Investment Company Act until 
October 1957, although it had engaged in business as an investment 


Illustrating the personal interests rivalling the management’s duties of single-minded 
loyalty to the public stockholders are the allegations in the complaint in SEC v. 
Cryan, Civil No. 131-57, S.D.N.Y., March 13, 1958; 24 SEC Ann. Rep. 159 (1958). 
The controlling stockholder of the investment adviser sold his stock for $261,000, 
although the book value amounted to only a few thousand dollars. The assets of the 
investment company were only about $1,270,000 at the time. It would take over 40 
years for the purchaser to recoup his purchase price out of the management fee—not 
counting expenses. It is charged in the complaint that the purchasers intended to pay 
for the investment advisory firm’s stock through the use of the investment company’s 
assets—by selling it worthless securities. 

It would be most unfortunate if there were a revival of the condemned practice 
of trafficking in service contracts. The pressure to assign such contracts to the 
highest, not necessarily the most scrupulous or most capable, bidder will reappear 
after a lapse of 18 years. The Commission can be expected to seek legislation on this 
subject whether or not it decides to abide by the decision of the Insurance Securities 
case. 

In any event, the board of directors of the investment company owe an obligation 
to assure that service contracts, which must be approved annually by them or by 
the stockholders, are fair and that the most equitable terms attainable have been 
agreed upon. In addition, the independent directors of the investment company, that 
is, directors not affiliated with the service company, are expressly charged with the 
duty of approving the renewal of service contracts pursuant to section 15(c) of 
the Investment Company Act as an alternative to a stockholders’ vote. Management 
is thus faced with a challenge which transcends any question of transfer, assignment 
or relinquishment of service contracts for a price. It has a more fundamental re- 
sponsibility to discharge in the interest of investors. 

Indeed, the directors of the investment company undoubtedly have an obligation 
to determine whether any service contract is to be preferred over the direct assump- 
tion of investment operations by the investment company itself. Cf. Hearings on 
S. 3580, supra note 4, at 251-52. 


30 Civil No. 135-303, S.D.N.Y., July 7, 1958. 
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company since 1953 in violation of section 7 of the act.** The com- 
plaint alleged that the dominant stockholder had employed the assets 
and credit of the company in efforts to gain control of several in- 
dustrial companies in order to provide himself with the emoluments 
of office in those companies and to promote his personal interests.*!* 
Alleging that the investment company had liquidated a substantial 
part of its diversified portfolio and had borrowed large sums in 
order to acquire stock of the industrial companies, the complaint 
also charged that on two occasions the stock of those companies 
had been transferred to the majority stockholder below their then 
market value at the investment company’s cost on the pretense that 
they had been purchased as an accommodation for him. The SEC 
also alleged that the majority stockholder’s large borrowings from 
the investment company were understated in its financial report, 
thus not only avoiding disclosure of the extent of the self-dealing 
transaction but concealing from the SEC the actual status of the 
company as an investment company under the Investment Com- 
pany Act.* 


The complaint charged (1) that the activities of the majority 


stockholder and directors constituted gross misconduct and gross 
abuse of trust within the purview of section 36 even though the com- 
pany was not registered under the act at the time the events took 
place, and (2) that the failure of the directors to sue for restitution 
of losses and an accounting for personal profits after the registration 
of the company also constituted conduct actionable under section 36. 
A motion to dismiss the first cause of action and to strike from the 


31 Section 7 prohibits an investment company from engaging in business in inter- 
state commerce and in various specified activities through use of the instrumentalities 
of interstate commerce unless registered under section 8 of the act. 

31a The allegations of the Commission in SEC v. Home & Foreign Sec. Corp., 
Civil No. 80-382, S.D.N.Y., December 8, 1952, brought under section 36, were 
similar. The complaint in that case charged the controlling common stockholders 
with a course of management resulting in dividend arrearages on the preferred 
stock, mostly publicly held, and in undue risks through excessive borrowing and 
pyramiding while the controlling stockholders enjoyed large salaries and other 
benefits from controlled companies as well as from the investment company. See 
19 SEC Ann. Rep. 95-96, (1953). The case was settled through a reorganization 
and an exchange offer of new securities of a non-affiliated company. See 21 SEC 
Ann. Rep. 99-100 (1955); SEC Litigation Release No. 913, May 19, 1955. 

32 Section 3(a) contains a qualitative and quantitative definition of “investment 
company”. Qualitatively, the test is whether a company is “primarily engaged” in 
the business of investing, reinvesting or trading in securities. The term “securities” 
is not qualified. Quantitatively, the test is whether a company owns or holds “in- 
vestment securities” to the extent of 40% or more of its total assets on an un- 
consolidated basis excluding cash or Government securities. 
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second cause all reference to acts committed prior to registration 
of the investment company was denied by the district court.** 

Conceding an apparent ambiguity in the language of section 36 
since the word “registered” in the phrase “in respect of any registered 
investment company” may refer to the time of bringing the action 
or to the time the misconduct occurred, the SEC pointed to the 
use of the expression “after the enactment of this title” in section 36 
as a manifest clarification of the intent of. the section. The words, 
“after the enactment of this title,” need never have been used if 
the misconduct contemplated by section 36 were supposed to relate 
only to events in respect of a company after it had registered because 
registration could only take place after the statute was enacted. The 
phrase cannot be interpreted as meaningless surplusage. It was un- 
doubtedly inserted to prevent the Commission from using the ex- 
tensive record it had made leading to the investment company legisla- 
tion probably on the notion that this would have ex post facto impli- 
cations and necessarily upon the assumption that conduct prior to 
registration could give rise to an action under section 36. 

A contrary construction would permit a management guilty of 
overreaching investors to use the act of registration under the statute, 
designed to protect investors, to protect itself instead from Commis- 
sion action on behalf of investors. The conduct forming the basis for 
Commission proceedings under section 36 would, in the case of an un- 
registered investment company, give rise to an action under section 
42(e) for violation of section 7. In the latter type of action, the court 
is expressly authorized to appoint a trustee of all the company’s 
property and the court, as a court of equity, would take cognizance 
in its decree of any misconduct on the part of management, thus 
reaching the same result as in a case under section 36. Under the 
defendants’ interpretation the Commission could neither proceed 
under section 42(e) nor under section 36, leaving an absurd regula- 
tory gap whereby investors could be saddled with a faithless, self- 
seeking management because part of the pattern of misconduct had 
been failure to register and concealment of facts which would show 
that registration was required. 


Regarding the second basis for the complaint in the McPhail 
case, the SEC position was that the board of directors had an 
obligation to bring legal proceedings to obtain full redress for all 


33 Civil No. 135-303, S.D.N.Y., Oct. 30, 1958. 
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misconduct of management whether or not it antedated registra- 
tion of the company under the act. Relying upon equitable concepts 
such as spelled out in Pepper v. Litton,** the Commission argued 
that condonation of gross misconduct and gross abuse of trust at 
the expense of investors was itself gross misconduct and gross abuse 
of trust. 


IV. ProspLeMs or ConstRUCTION UNDER SECTION 36 


As illustrated in the cases discussed above, although the terms 
“gross misconduct or gross abuse of trust” are broad in scope, the 
specificity of section 36 in other respects presents various prob- 
lems of construction. In the Aldred case the question was raised as 
to the meaning of the qualifying term “gross”. The SEC view 
was that section 36 did not intend to disqualify managers from 
further serving investment companies in case of mere technical 
violations of their trust, such as the making in good faith of an 
investment which is prohibited by the provisions of the trust or 
similar minor deviations. Rather the statute here deals only with 
abuses involving such substantial deviations from the obligation of 
trusteeship as would indicate that the officers and directors involved 
cannot be entrusted with the management of public investor savings 
without substantial danger that the trust will be turned to the benefit 
of the management rather than to the benefit of all classes of security 
holders.*** 

In Insurance Securities, one of the grounds of defense was that 
the individual defendants were officers and directors of the invest- 
ment adviser not of the investment company itself and were not sub- 
ject to suit under section 36 because not enumerated therein. It was 
argued further that the alleged misfeasance was the conduct of the 
individuals and could not be attributed to the investment advisory 
firm. The SEC contention was that immunity from section 36 
cannot be obtained by the device of incorporating the investment 
adviser, that the investment adviser must necessarily function through 
its officers and directors, and that investors did not put their faith 
and trust in a mere corporate abstraction. In any event both the dis- 
trict court and court of appeals in Insurance Securities considered the 


$4 308 U.S. 295 (1939). 


34a SEC counsel indicated at the Senate hearings that the expression “gross” was 
used to avoid too rigorous a standard which might encompass cases of simple 
negligence, see note 12 supra. 
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defendants to have a fiduciary relationship to the investment company 
presumably subject to the reach of section 36. 


The question of whether the resignation of an officer or director 
will defeat a Commission action under section 36 has not been in- 
volved in any case but constitutes an interesting problem of interpreta- 
tion. Since the result of an injunction under section 36 would be to 
bar any officer, director, etc., from acting in any such capacity for 
any registered investment company under section 9(a), a consequence 
specifically intended under the statute,*° the court’s action under 
section 36 has a greater effect than removal of an officer, director, 
etc., from a particular position. Moreover, the abuse of trust proceed- 
ing invokes the full equity powers of the court which includes the 
appointment of a receiver, accounting for profits, and other remedial 
action.*® In view of these far-reaching consequences it is highly 
improbable that the Congress intended that jurisdiction under section 
36 could be defeated by the resignation of a guilty person from 
office before an action has been commenced by the Commission. 


Section 36 authorizes the Commission to bring an action alleging 
that a person “serving or acting in one or more of the following 
capacities has been guilty . . . of gross misconduct or gross abuse of 
trust in respect of any registered investment company for which such 
person so serves or acts: (1) as officer, director. . . .” (Emphasis 
added). A cursory reading of section 36, and particularly the itali- 
cized language, might convey the impression that an action may not be 
maintained unless at the time it is brought, the defendant is then 
serving as an officer or director of the registered investment company 
involved. However, upon closer analysis this conclusion does not 
appear to be the correct one. The first set of words, “serving or 
acting”, do not in themselves indicate whether past or present is in- 
tended. In the context of the entire section, it would seem that the 
phrase was only intended to limit actions brought thereunder to the 
conduct of a person while serving or acting in the capacities set forth 
whether past or present. 

The second set of words, “so serves or acts” is, of course, in the 
present tense but the question is posed as to whether the reference 
is to the time of bringing the action, i.e., to the act of “alleging,” 
or whether reference is to the time of the acts complained of, i.e., 


85 See supra note 14. 
86 Supra notes 20 and 21. 
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to the commission of the “gross misconduct or gross abuse of trust.” 
If the word “so” were not present, it could perhaps be assumed that 
reference may have been intended to the time of the commencement 
of the action. The use of “so” in the phrase casts doubt upon this 
construction and makes it more logical to assume that the phrase 
“for which such person so serves or acts” has reference simply to 
the first phrase and is a grammatical device linking the conduct of 
the person and the capacity in which he has been serving with “any 
registered investment company.” In the light of the declaration 
of policy expressed in section 1(b) of the act, the better interpretation 
would seem to be that resignation of office cannot serve as a defense 
to a section 36 action.*" 

Another question which is likely to arise under section 36 is 
whether the federal courts have the power at the instance of the 
Commission to enjoin a threatened abuse of trust. It will be noted 
that section 36 authorizes a suit on the allegation that a person “has 
been guilty” of gross misconduct or gross abuse of trust. Read literal- 
ly, the Commission would have to wait until a breach of trust has 
occurred before stepping in with a section 36 suit. Delay in locking 
the stable door when the horse is about to be stolen, could lead to 
irreparable harm and losses to investors in certain cases. The assets 
of an investment company are generally highly liquid and particularly 
susceptible to manipulation, excessive in-and-out trading, switching 
and other forms of misuse by the unscrupulous. In particular cases 
the preliminary steps of a scheme or plan involving a gross abuse of 
trust may in themselves be deemed “gross misconduct” sufficient to 
warrant court action. Where the court has jurisdiction to enjoin an 
officer or director from acting as such because of his conduct, it 
would seem a fortiori that the court would have jurisdiction to re- 
strain the completion of the abusive course of conduct. When viewed 
in the light of the purpose of section 36 and its legislative history,” 


37 See Westwood, Resignation of Corporate Officers, 22 Va. L. Rev. 527, 528-29, 
545 (1935); 3 Frercner, Cyctopepta or Corporations, § 996 (1947); cf. Boyd v. 
roy Fire Ass’n, 116 Wis. 155, 90 N.W. 1086 (1902), modified, 94 N.W. 171 

1903). 

88 The predecessor of section 36 in the original bill, S. 3580, would have made 
any gross misconduct or gross abuse of trust unlawful. Supra note 12. Any threat- 
ened conduct of this nature would of course have been subject to restraint by in- 
junctive action as would any other imminent violation of a statutory provision. The 
agreement in principle between the SEC and industry referred to the Commission’s 
right to bring proceedings to enjoin “any proposed gross misconduct or gross abuse 
of trust” as well as for an adjudication of gross misconduct or gross abuse of trust. 
Supra note 14. The omission of any reference to proposed misconduct can be 
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a firm legal basis would appear to be established for judicial determina- 
tion that the power to remove officers and directors for gross abuse 
of trust includes the power to prevent threatened abuses.* 


The position of management of corporations becomes particularly 
sensitive when it is subject to the pull and pressure of competing 
interests. This has been especially manifest in the investment com- 
pany field. The exercise of managerial discretion in these circum- 
stances is necessarily circumscribed by the weight that must be 
accorded to all the legitimate rights and preferences of each group. 
Where two or more classes of securities are outstanding, the invest- 
ment company is frequently called upon to make decisions requiring 
careful scrutiny by management to assure adherence to fiduciary 
standards. A proposal for the repurchase of preferred stock in arrears, 
when cash is available for dividend payments is an example of a 
delicate situation in which management must act with caution. Should 
a controlling interest own either common or preferred stock the 
case is fraught with possible claims of unfairness.*° 


attributed to the opinion of the draftsmen that the restraining power of the federal 
court was encompassed within the more drastic power of removal granted by section 
36. Thus, David Schenker, Chief Counsel of the SEC Investment Trust Study 
explained this provision as follows: “Section 36 gives permission to the Commis- 
sion to institute an action to obtain an injunction to restrain any transaction which 
involves gross abuse of trust or gross misconduct.” Hearings on H.R. 10065, supra 
note 6, at 137. 

It must also be considered that the change in treatment of gross abuse of trust 
from the manner contemplated by the original bill had as its purpose avoidance of 
federal criminal penalties except for cases of embezzlement and larceny covered in 
section 37. Supra notes 13 and 14. The modification of the provision nonetheless 
dealt with gross abuse of trust as wrongful conduct requiring remedial action by the 
federal court. The change went to the remedy and not to the purpose of the statute 
to outlaw malfeasance by management. Not only is it logical to conclude that the 
federal court may, in an appropriate case, enjoin the congressionally condemned 
conduct, but that the court would apply federal rules of law to any proceeding under 
section 36, such as the federal doctrine which requires the tolling of the period of 
limitations in the event of fraudulent concealment. Although a question may be raised 
as to the right of a stockholder to bring an action under section 36 (See Cogan v. 
Johnston, 162 F. Supp. 907 (S.D.N.Y. 1958) suit against unregistered investment 
company), a negative disposition of this question would not affect the basic fact that 
certain wrongful conduct has been marked by a federal statute designed to prevent 
the wrong and the federal court at the instance of a federal agency has been given 
the authority to carry out the design. 

39 This conclusion may also be desirable from the point of view of a person 
possibly subject to an action under section 36 who desires a court test of a proposed 
transaction considered by the SEC, but denied by him, to constitute overreaching 
or unfairness within the meaning of “gross misconduct or gross abuse of trust.” 

40 See 22 SEC Ann. Rep. 187-88 (1956) for discussion of a repurchase proposal 
of the type mentioned in the text. The SEC viewed a proposal as inequitable where the 
purchases of preferred stock were to be made on the market but the market price was 
substantially less than liquidating value and the benefits arising from such a use of 
excess funds would redound to the junior security holders. In SEC v. First Inv. Co., 
Civil No. 400, D.N.H., June 19, 1945, the Commission obtained an injunction under 
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Problems of similar nature confront an investment adviser super- 
vising the portfolios of two or more investment companies. When- 
ever a block of stock is to be purchased the question arises as to 
whether to allot it to one or more of the investment companies. 
Sometimes the choice is a simple one because the securities acquired 
fit solely within the particular investment policy of one company. 
If the securities are suitable for the portfolio of more than one 
company the conflict must be resolved. In this determination 
managerial judgment is undoubtedly entitled to great weight, but 
if controlling interests have a personal stake in the result, the stage 
is set for possible sanctions under section 36.‘ In one situation where 
one investment company holds a 70 per cent imterest in a subsidiary 
investment company, acquisitions and sales are effectuated on a fairly 
proportionate basis.*? Since the investment policies of these com- 
panies are alike, questions of favoring one or the other are thus able 
to be avoided. 

Another area where conflicting interests create problems for in- 
vestment company management arises by virtue of the continuous 
sales aspects of the open-end industry. Probably the principal prob- 
lem here is whether the incentives to increase sales shall be permitted 
to dominate investment policies and the management of assets. Man- 
agement has an obligation to keep paramount the interests of in- 
vestors in the proper supervision of their investments and to resist 
portfolio changes for extraneous reasons. For example, if undue 
emphasis is placed upon the realization of immediate capital gains for 
the purpose of impressing investors with large capital gains distribu- 
tions, the result may be that the better securities in the portfolio 
will be sold and the poorer ones retained. In addition, the distribu- 
tion of large or regular capital gains may be used by ill-advised sales- 
men to mislead investors into the belief that high returns can be 
anticipated with regularity.** Investors frequently do not appreciate 


section 36 against an officer and director of an investment company where stock was 
age at $6 and $6.75 per share without disclosure of its net asset value of 
from $18 to $20 per share. For summary of proceeding, see 15 SEC Ann. Rep. 
158 (1949). See also 10 SEC Ann. io. 174-77. (1944) for report on several 
analogous cases under section 36. 

41 Cf. SEC v. Investors Syndicate, Civil No. 960, D. Minn., July 2, 1943, discussed 
in 10 SEC Ann. Rep. 174-76 (1944). 

42 See WIESENBERGER, INVESTMENT COMPANIES, 288, 363-5 (1959 ed.). 

43 The recent case of Managed Funds, Inc., Securities Act Release No. 4122, July 
30, 1959, a stop-order proceeding under the Securities Act, contains a discussion of 


the evils arising from the practice of realizing capital gains for the purpose of making 
regular capital gains distributions to stockholders. 
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the distinction between dividends from income and distributions of 
capital gains. 

Another troublesome problem in this phase of open-end company 
operations arises from the practice of rewarding dealers who are 
active in the sale of the investment companies’ shares with participa- 
tion in brokerage commissions arising from portfolio transactions 
of such companies. The demands for such brokerage commissions 
to be paid to dealers may lead to pressure to generate such brokerage 
commissions, increasing unnecessarily the amount of portfolio turn- 
over of the investment company to the detriment of its stockholders. 


V. CONCLUSION 


The management of investment companies, it can thus be seen, 
faces day-to-day decisions which make deep demands upon its sense 
of rectitude and its fidelity to investors. In meeting these issues, man- 
agement has available the guiding force of the Investment Company 
Act and the other statutes administered by the Commission. It is 
certainly not unreasonable to expect that officers, directors and other 
managerial personnel will act as prudent men would in handling their 
own investments under the basic principles of trust law. 





FEDERAL-STATE RELATIONSHIPS IN 
SECURITIES REGULATION 


Edward M. Cowett* 
Bodin, Feldman, Gottlieb & Charney, New York 


I. INTRODUCTION 


All responsible persons engaged in the securities business must be 
at least vaguely aware of the extent to which their activities may be 
subject to federal regulation; and, in fact, many of them are thor- 
oughly familiar with the provisions of one or more of the various 
statutes administered by the SEC and with the various rules, regula- 
tions and releases issued thereunder. Similarly, practically every at- 
torney with a corporate or financial practice has at one time or 
another encountered a situation in which his clients’ activities have 
come within the scope of the federal legislation regulating the con- 
duct of the securities industry; and a sizable number of practitioners 
consider themselves to be specialists in SEC work. 

To be sure, issuers, underwriters, broker-dealers and attorneys 
may from time to time object to a particular provision of one of the 
federal statutes, or to the rules, regulations and releases issued there- 
under, or to the SEC’s interpretation of the same. However, over the 
period of the past twenty-five years, the overwhelming majority of 
all persons engaged in or associated with the securities industry have 
come to regard federal regulation of interstate securities activities as 
both normal and necessary. 

On the other hand, over the period of the past twenty-five years, 
issuers, underwriters, broker-dealers and attorneys have shown a 
diminished awareness of the various state statutes regulating the is- 
suance and sale of securities. 

Few persons engaging in the securities industry appreciate the full 
impact of the various state statutes—commonly referred to as blue 
sky laws.’ Issuers, underwriters and broker-dealers in general are 


. * A.B., 1951, Harvard; LL.B., Harvard Law School. Member of the Massachusetts 
ar. 

1“A definition of ‘Blue Sky Law’ is necessary. The State of a most wonder- 
fully prolific and rich in farming products, has a large proportion of agriculturists 
not versed in ordinary business methods. The State was the hunting ground of pro- 
moters of fradulent enterprises; in fact their frauds became so barefaced that it was 
stated that they would sell building lots in the blue sky in fee simple. Metonymically 
they became known as blue sky merchants, and the legislation intended to prevent 


Faas was called Blue Sky Law.” Mulvey, Blue Sky Law, 36 Can. L. T. 37 


[ 287 ] 
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blissfully ignorant of the blue sky problems which they face, and if 
they are apprised of these problems they may be more than a little 
annoyed—not only with the fact that such problems exist, but also 
with the bearer of the glad tidings. 

Similarly, few attorneys have a working knowledge of the blue 
sky laws generally, and most attorneys are even ignorant of the 
requirements and scope of their particular state’s statute. The blue 
sky practitioner possesses a rare expertise which his fellow attorneys 
are apt to call into play in only the most obvious situations.” 

One who violates the blue sky laws runs the risk of injunctive pro- 
ceedings,’ criminal prosecution* and potentially disastrous civil lia- 
bility.’ Nevertheless, violations are commonplace. An occasional 
violation may result from the violator’s decision to take a calculated 
business risk; the cost of effecting compliance, both in terms of time 
and money, may be so great, or the possible exposure to administra- 
tive, criminal and civil sanctions may be so insignificant, that the 
violator is willing to proceed without having effected compliance.* 
However, more often than not, the violations are the result of mere 
inadvertence," usually with respect to a transaction that is either 


outside the scope of or exempt from the federal legislation. It is 
either honestly believed* or fervently hoped® that the same is true 
at the state level. 


2£E.g., nationwide offerings of the stock of listed corporations. It is the unusual 
attorney who recognizes that compliance with one or more blue sky laws may be 
necessary in the case of an offering of a relatively small amount of stock in a newly 
organized business to a group of closely associated persons. See Loss & Cowett, BLUE 
Sxy Law 368-75 (1958), or in the case of the issuance of stock in the course of re- 
organizations, consolidations, mergers and related corporate events. See Cowett, Re- 
organizations, Consolidations, Mergers and Related Corporate Events (pts. 1-2) 13 
Bus. Law. 418, 760 (1958). 

3 See Loss & CowETT, op. cit. supra note 2, at 21, 23-25, 222-24, 387-89. 

4 Ibid. 

5 Id. at 129-79, 389-95. 

6 E.g., stockholder offerings when the number of stockholders in a particular 
state is comparatively small or when the amount of stock to which they would be en- 
titled to subscribe is comparatively small. (Although the rules of thumb applied 
by blue sky attorneys will vary from office to office and from state to state, it is 
very unusual to find an application for registration filed when the total number of 
offererees in any particular state is less than ten and the total number of shares to 
which such offererees would be entitled to subscribe represents less than 1% of the total 
amount to be offered.) 

7 See Loss & CowETT, op. cit. supra note 2, at 87-88. 

8 Poor draftsmanship often causes reliance on exemptions which do not exist. See 
Cowett Reorganizations, Consolidations, Mergers and Related Corporate Events (pt. 
1) 13 Bus. Law. 418 (1958). Similarly, administrators generally may advise persons 
in the industry that they will treat a particular type of transaction as exempt from 
their statutes despite the absence of an express exemptive provision. E.g., unsolicited 
broker-dealer transactions. See Loss & CoweTt, op. cit. supra note 2, at 82-83 

® Recognizing the specific statutory requirements, attorneys may recommend pro- 
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This lack of awareness of the blue sky laws is both alarming and 
paradoxical. Alarming, because of the flood of resultant violations. 
Paradoxical, because (i) the blue sky laws considerably antedate the 
corresponding federal legislation, (ii) Congress specifically preserved 
to the respective states their power to regulate interstate securities 
activities, and (ili) by and large, the blue sky laws are broader in 


scope than the corresponding federal legislation, both as to coverage 
and as to intensity. 


The first blue sky laws were enacted more than twenty years 
before the enactment of the Securities Act of 1933.’° Although the 
early state statutes were admittedly crude and bear little or no re- 
semblance to the present federal and state legislation, by 1917 twenty- 
seven states had passed some sort of statute to regulate the securities 
industry."* After any doubts as to the constitutionality of such regu- 
lation were dispelled by the United States Supreme Court in the 
Blue Sky Cases,* many of the reluctant states followed suit. By 


1933, every state but Nevada had some sort of blue sky law on the 
books. 


At least insofar as interstate commerce is concerned, Congress 
could have preempted for the federal government the regulation of 
the securities industry. Congress elected not to do this. On the 
contrary, five of the six statutes administered by the SEC contain 
a provision which specifically preserves to the respective states their 
power to regulate interstate securities activities.* 


ceeding without registration on the theory that the statutory requirements are uncon- 
stitutional. For an example of one such recommendation that was apparently correct, 
see Western Air Lines v. Stephenson, CCH Brus Sxy L. Rep. 4 70,396 (Calif. Super. 
Ct., Los Angeles County, 1958). 

10 As early as 1903 Connecticut adopted a brief statute imposing filing requirements 
before securities of any oil or mining corporation, except one which had all of its 
mines within Connecticut, could be offered or sold in that state. (Conn. Pus. Acts 
1903, c. 196). Likewise, Nevada in 1909 adopted a statute intended to achieve full 
disclosure in the sale of mining stock, requiring that certain information be filed 
with the Nevada Attorney General and be made available to purchasers of mining 
stock. (Nev. Stat. 1909, c. 56). In 1910 Rhode Island adopted the first statute of 
general application to securities generally. This statute was primarily a simple noti- 
fication statute; however, in the sense that this statute was the first providing for 
a system of general state securities regulation, Rhode Island adopted the first blue 
sky law. (R. I. Acts and Resolves 1910, c. 557, § 39). Kansas was the first state 
to enact a comprehensive licensing system applicable to securities and sellers of 
securities. (Kan. L. 1911, c. 133). See Loss & Cowett, op. cit. supra note 2, at 5-10, 

11 Arizona, Arkansas, California, Connecticut, Florida, Georgia, Idaho, Iowa, Kansas, 
Louisiana, Maine, Michigan, Missouri, Montana, Nebraska, North Carolina, North 
Dakota, Ohio, Oregon, Rhode Island, South Carolina, South Dakota, Tennessee, Texas, 
Vermont, West Virginia and Wisconsin. 

12 Hall v. Geiger-Jones Co., 242 U.S. 539 (1917); Caldwell v. Sioux Falls Stock 
Yards Co., 242 U.S. 559 (1917) ; Merrick v. N. W. Halsey & Co., 242 U.S. 568 (1917). 

13 Securities Act of 1933, 48 Stat. 85, as amended, 15 U.S.C. § 77r (1958) ; Securities 
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There were many persons who argued for federal preemption in 
1933. Even today, a large segment of the bar and the securities 
industry regrets the failure of Congress to effect such a preemption. 
In fact, some businessmen and lawyers have acted through the years 
as though Congress did preempt the field. 


It is fruitless to discuss at this time whether preemption would 
have been wise, for that is no longer at issue. For the past twenty- 
five years there have been parallel systems of securities regulation. 
That such parallel systems are permitted to exist is at once the genius 
and the curse of our federal system. To the extent that the systems 
may be accommodated to one another, the curse is removed; to the 
extent that they are identical, the justification for their separate ex- 
istence is likewise removed. The problem is not whether the parallel 
systems of federal and state securities regulation are advisable, but 
whether such systems can accomplish their respective objectives 
without unnecessary duplication and without imposing an undue 
burden upon legitimate business activities. 


II. CHARACTERIZATION AND Scope oF BLUE Sky Laws 


Forty-eight of the fifty states have blue sky laws, with only Dela- 
ware and Nevada remaining outside the fold.’ 


Of the forty-eight statutes, New Jersey’s is the only one which 


Exchange Act of 1934, 48 Stat. 903, 15 U.S.C. § 78bb(a) (1958); Public Utility 
Holding Company Act of 1935, 49 Stat. 834, 15 U.S.C. § 79u (1958) ; Trust Indenture 
Act of 1939, 53 Stat. 1177, 15 U.S.C. § 77zzz (1958); Investment Company Act of 
1940, 54 Stat. 846, 15 U.S.C. § 80a-49 (1958). Only the Investment Advisers Act of 
1940 contains no such provision. For an example of congressional preemption in the 
area of securities regulation, see Interstate Commerce Act, 41 Stat. 494 (1920), as 
amended, 49 U.S.C. § 20a (1952) ; see Loss & CoweETT, op. cit. supra note 2, at 357-58. 


14 The author cannot forget a discussion which he had a few years ago with a group 
of persons prominent in the investment company industry who felt that Congress had 
preempted the field of securities regulation for the federal government. Curiously 
enough, this conversation took place at one of the annual conventions of the National 
Association of Securities Administrators. 


15 Nevada’s statute regulating building and loan associations was amended in 1949 
to require the licensing of investment companies registered with the SEC under the 
Investment Company Act of 1940, as well as their agents. However, no such regis- 
tration can be effected until the investment company has qualified as a foreign cor- 
poration in Nevada, and such qualification generally involves an annual tax which is 
viewed as exorbitant by persons in the investment company industry. Accordingly, 
although practically every investment company sells its securities on a continuing 
basis in Nevada, there is no general effort to comply with the Nevada statute. (Nev. 
Comp. Laws § 970.32a). Delaware was not always classified as without a blue sky 
law. A one-paragraph statute adopted in 1931 authorized the Chancellor, at the 
instance of the Attorney General, to enjoin “the fraudulent sale or exchange of ... 
oon page This provision disappeared from the Delaware Code of 1953. 37 Det. L. 

, c. 260. 
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requires no filings of any type.’** The New Jersey statute can be 
classified as a conglomeration of antifraud provisions. Fraud is de- 
fined in broad terms.’* The commission of a fraud is made a mis- 
demeanor.'* The Attorney General is given broad investigative 
powers, including the power to require the filing of statements, to 
subpoena witness, and to compel testimony and the production of 
books and records.’® Injunctions may be issued in a variety of cir- 
cumstances,”° receivers may be appointed by the court,”* and restitu- 
tion of money or other property which has been illegally obtained 
may be ordered.” These antifraud provisions are not unique to the 
New Jersey statute.” 


The remaining forty-seven statutes require that filings be made 


in connection with the registration of persons or the registration of 
securities, or in connection with the registration of both. 


Forty-six of the forty-seven statutes require the registration of 
broker-dealers, and the forty-seventh (Wyoming) requires the reg- 
istration of agents of issuing corporations: Only Maryland and 
Wyoming do not require the registration of agents or salesmen em- 
ployed by broker-dealers to represent them in effecting sales of 
securities.** The incidence of investment adviser registration require- 
ments is substantially lower, but there is a gradual tendency to require 
the registration of such persons.” 


16 N.J. Rev. Stat. § 49 (1937). 
17 N.J. Rev. Star. §§ 49:1-2 (1937). 

18 N.J. Rev. Star. $$ 49:1-4, 25 (1937). 

19 N.J. Rev. Stat. § 49:1-5 (1937). 

20 N.J. Rev. Strat. §§ 49:1-10, 1-11, 1-12 (1937). 

21.N.J. Rev. Strat. §§ 49:1-11, 1-15, 1-16 (1937). 

22. N.J. Rev. Stat. § 49:1-23 (1937). 

23 See Loss & CowETT, op. cit. supra note 2, at 21-26, 39-41, 249-56, 384-87. 


24 The word “registration” is used in the generic sense and is meant to apply when- 
ever any filing is required before any particular activity can be accomplished. No 
distinction is attempted between “registration” and “permit,” although the California 
administrator and other adherents of the “permit” system seem to believe that “regis- 
tration” should be used only when a disclosure philosophy is involved. Persons who 
have attempted to obtain “registrations” under any number of the more difficult blue 
sky laws would dispute this belief. 


25 In 1959 New York’s Martin Act was amended to require the registration of sales- 
men, effective October 1, 1959. N.Y. Laws 1959, c. 692, § 4. The amendment will 
appear in N.Y. Gen. Bus. Law § 359e. 

26 Nineteen states (Alaska, Arkansas, California, Connecticut, Florida, Illinois, Mich- 
igan, Minnesota, Missouri, New Hampshire, New Mexico, North Dakota, Oklahoma, 
Oregon, Pennsylvania, Tennessee, Texas, Washington and Wisconsin) require that 
investment advisers be registered. Connecticut also requires that employees of invest- 
ment advisers be registered. An average of two or three states add investment adviser 
registration requirements to their statutes each year. 









292 THE GEORGE WASHINGTON LAW REVIEW 


Of the forty-seven statutes, forty-three require some sort of regis- 
tration before securities generally can be offered or sold, and a forty- 
fourth (Connecticut) requires that a permit be obtained before oil 
and mining securities may be sold.*” There is, however, wide dis- 
parity in the various securities registration provisions. In some states 
the filings are merely to be effected for the purpose of making a 
public record,”* or as a direct outgrowth of broker-dealer registra- 
tion,” or as notices of intention subsequent to which sales may be 
effected unless the administrator institutes stop order proceedings. 
In the remaining states, securities may not be sold until after more 
elaborate filings have been made and the administrator has taken 
affirmative action to grant registration or to issue a permit.** 

Whereas the Securities Act of 1933, at least in theory, is intended to 
require merely that the investor be presented with a full and accurate 
disclosure of all material facts, the typical blue sky law establishes 
certain qualitative standards which must be met before an applica- 
tion for the registration of securities is affirmatively approved or 
which, if not met, would justify the institution of stop order pro- 
ceedings.** These standards vary widely from state to state, but 
except for Colorado’s statute, no blue sky law may be said to be 
based upon a disclosure philosophy. (This same philosophical schism 
exists with respect to broker-dealer registration under the Securities 
Exchange Act of 1934 and under the blue sky laws,** with respect 
to investment adviser registration under the Investment Advisers Act 
of 1940 and under the blue sky laws,** and with respect to the 
regulation of investment companies under the Investment Company 
Act of 1940 and under the blue sky laws.**) 

Offerings which do not require registration under the Securities 

27 See note 10, supra. 

28 E.g., New York. 


29 E.g., New Hampshire and Pennsylvania. 


30 E.9., Massachusetts (except with respect to installment or partial payment plans) 
and Rhode Island. 

31 See Loss & CowETT, op. cit. supra note 2, at 30-42, 282-331. 

82 Id. at 35-38, 67-77, 327-28. 

33 Jd. at 271-77. Most statutes require the administrator to find that the applicant 
for broker-dealer registration is “of good repute” or that he has not engaged in “dis- 
honest or unethical practices.” An increasing number of statutes either require that 
applicants for registration be given examinations to establish their qualifications or 
permit the administrator to give such examinations. See Loss, Developments in Blue 
Sky Laws, 14 Bus. Law. 1161, 1164 (1959). 

34 See Loss & CowETT, op. cit. supra note 2, at 41-42, 69-70, 75, 77-78. 


35 The comments made under note 33 supra are applicable in the case of state in- 
vestment adviser registration requirements and standards. 
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Act of 1933, either because they are not made by use of the mails 
or interstate commerce or because they are exempted from the fed- 
eral legislation, are frequently subject to the registration requirements 
of one or more blue sky laws. The intrastate offering, the “private” 
offering, the issuance of securities in connection with a merger, con- 
solidation, reclassification or sale of assets—these, and many more, are 
apt to require registration at the state level.** 


To the extent that (i) the typical blue sky law is based upon a 
paternalistic as opposed to a disclosure philosophy* and (ii) offer- 
ings which need not be registered under the corresponding federal 
legislation must be registered at the state level, the blue sky laws 
are broader than the corresponding federal legislation. On the other 
hand, to the extent that the exemptive provisions of the typical blue 
sky law dispense with the need for registering thereunder a particular 
offering which must be registered under the Securities Act of 1933,3* 


the blue sky laws are narrower than the corresponding federal legis- 
lation. 


The above characterization and discussion with respect to the 
scope of the blue sky laws are valuable only as a guide. It could not 
have been made without sweeping generalizations and without lump- 
ing together on a purely generic basis the most dissimilar statutes. 
However, for our purposes, it is important to recognize merely that 
(i) the typical blue sky law applies whenever there is a sale of a 
security within the particular state, (11) the typical blue sky law re- 
quires that securities be registered unless the particular security quali- 
fies for exemption or the transaction in which it is sold is exempt 
and (iii) the underlying philosophy of the typical blue sky law with 


36 This is as it should be—for the fact that a particular security or transaction is 
outside the scope of the federal legislation is no guarantee that some measure of pro- 
tection for the residents of the respective states is not in order. In fact, perhaps the 


greatest measure of protection is warranted in the case of such securities or trans- 
actions. 


37 “Tt has been said that the people do not need a guardian to supervise their in- 
vestments. Why not? Bankers are subject to the very strictest of supervision. Almost 
every state in the union has a Banking Department to regulate and supervise the 
banks. Why should the bank be regulated and supervised any more so than the stock 
selling company? History and statistics show that losses through banks are but a 
drop in the bucket compared with the money which is lost through investment in 
worthless stocks and bonds.” Dooley, The Kansas “Blue Sky Law,” 75 Cent. L.J. 
221, 222 (1912). For more about the fascinating Mr. Dooley, who was the first 
Kansas blue sky administrator, see Loss & CowetT, op. cit. supra note 2, at 7-10. 


38 See Loss & CowETT, op. cit. supra note 2, at 352-81. It is appropriate that since 
the typical blue sky law sets up qualitative standards upon which registration of 
securities is to be based the typical blue sky law should also set up a series of exemp- 
tions based upon supposed criteria of quality. 
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respect to the registration of securities goes considerably beyond the 
disclosure philosophy underlying the Securities Act of 1933. 


III. AccOMMODATION OF THE BLUE Sky LAws 
TO THE Securities Act oF 1933 


The success or failure of an interstate offering of securities can 
depend upon a variety of factors, the most important of which is 
frequently the extent to which the underwriters are able to achieve 
a wide distribution throughout the several states. For that reason, 
underwriters generally like to make an offering in as many states 
as possible, despite the fact that the entire offering might be disposed 
of in New York and in one or two other states. 

When a registration statement covering a contemplated offering is 
filed with the SEC under the Securities Act of 1933, the underwriter 
generally prepares a list of those states in which broker-dealers par- 
ticipating in the underwriting do business and in which they desire 
to offer the securities for sale. The attorney responsible for effecting 
clearance of the offering under the several blue sky laws will then 
examine the statutes in order to determine those states in which no 
action is necessary and the nature of the action that must be taken 
in the other states. If there are options being given to the under- 
writer, either by the issuer or by the controlling stockholders of the 
issuer, or if the contemplated commissions are unusually high, or 
if the issuer has no proven earnings record, or if the issuer is engaged 
in business activities which are of a speculative nature, and if the 
attorney is experienced in blue sky work, the attorney may recognize 
that the offering can not be cleared in certain of the states appearing 
on the underwriter’s distribution list®*® or that particular difficulty 
may be expected with respect to the registration of the securities 
in certain of the states.4° He will then advise the underwriter of 
the action which must be taken and of the likelihood of success in 
each of the states appearing on the distribution list. 

At this point the underwriter may remove from the distribution 


89 E.g., investment company shares can be registered for sale in Wisconsin only if 
the sales load is less than 744%, and no security can be registered for sale in Ohio 
if the aggregate underwriting discounts and commissions are in excess of 15%. See 
note 32, supra. 

40 E.g., certain administrators are hesitant to clear any offering if there are options 
to underwriters, or if the issuer is an oil or mining company. While these objections 
can usually be overcome (unless they are based upon statutory prohibitions), the 
process is a long and expensive one, sometimes requiring that local counsel be retained. 
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list those states in which it is not expected that registration can be 
effected or in which it is anticipated that registration can be effected 
only after considerable expense, either because local counsel must 
be retained** or because of special material which must be submitted 
as part of the application.” Similarly, the underwriter may add 
states to the distribution list to replace states which have been 
stricken, or because the underwriting group has been expanded, or 
because of the requests of local broker-dealers, or because of a variety 
of other reasons. 


When the distribution list has been completed and the preliminary 
survey of action that must be taken has been completed, the attorney 
is ready to submit to the several administrators applications for regis- 
tration of the offering. Normally the attorney will prepare the 
applications on the prescribed forms, attach the designated exhibits 
thereto, and forward the applications to the several states. However, 
if he is doubtful about the reception that an application might receive 
from a particular administrator, or if he is uncertain about the appli- 
cability of a particular exemption, or if it appears that some abbre- 
viated form of registration might or might not be available, the attor- 
ney may first communicate with the administrator by letter or by 
telephone to resolve his questions and to seek advice with respect to 
the manner of proceeding. 


Once the formal applications have been filed, together with ex- 
hibits, the attorney awaits word from the several states. If he hears 
nothing, he will probably telephone the administrator to determine 
the status of the application. As the time of federal effectiveness 
draws closer, the pressure becomes greater. Applications which are 
encountering particular difficulty may be withdrawn after a respect- 
able attempt to convince the administrator that registration should 
be granted.** A memorandum, prepared for the underwriter, sum- 
marizes the action taken in each of the states and the expected results 


41 Kansas is the only state which requires that local counsel be retained in connec- 
tion with any application filed under its statute, Kan. Gen. Stat. ANN. § 7-104 (1949), 
although other states (notably Illinois) are known to be considering such a require- 
ment. Aside from Kansas, local counsel is generally retained only when a particular 
problem is encountered in connection with an application for registration and it is 
felt either by the blue sky attorney handling the registration in all the states or by the 
client that the use of local counsel is warranted. It is not infrequent that local counsel 
fails to accomplish the desired results. 


42 E.9., appraisals in the case of an issuer without a proven and consistent earnings 
record. 


43 See Loss & CoweETT, op. cit. supra note 2, at 80-81. 
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when the registration statement is declared effective under the Se- 
curities Act of 1933.** Just before federal effectiveness, when the 
final offering price and underwriting discounts and commissions have 
been set, the attorney notifies each of the administrators of the infor- 
mation contained in the price amendment and advises them of the 
expected time of federal effectiveness. A final round of telephone 
calls and telegrams immediately after federal effectiveness is obtained 
will result in final clearance for the offering in the several states. 

If the attorney has done his job properly, at the moment when 
the federal registration statement is declared effective by the SEC 
or within a matter of minutes thereafter, the underwriter can com- 
mence distribution activities in each of the states appearing on the 
distribution list. 

All of this sounds quite routine—and to an experienced blue sky 
attorney it is routine in the case of the normal offering. However, 
what is routine to an experienced blue sky attorney would be hectic 
for anyone else. Each time the blue sky attorney succeeds in syn- 
chronizing the state clearances with the effectiveness of the federal 
registration statement he achieves a minor miracle. When the offering 
requires registration in many states and his efforts are complicated 
by options to the underwriters, a poor earnings record, unusually 
high underwriting commissions or the speculative nature of the issuer’s 
activities, the blue sky attorney who succeeds in getting the desired 
clearances and in synchronizing them with the federal effectiveness 
accomplishes something that could not have been accomplished except 
for his experience, expertise and patience. 

The blue sky attorney works against time. His efforts are con- 
trolled by a time schedule gauged to the contemplated time of federal 
effectiveness. His ability to complete his job within the prescribed 
time schedule frequently depends upon his knowledge of the admin- 
istrators, their willingness to waive certain statutory requirements and 
his willingness to assume certain risks. He practices law in an area 
where informality is the norm and where the administrators and 
attorneys have worked out a series of compromises which permit a 
satisfactory result. 


This informal approach to blue sky law was largely necessitated 
by the failure of the states to accommodate the blue sky laws to the 
realities of the offering mechanism as it evolved after the enactment 


44 Jd. at 96-122, for a sample of the various memoranda so prepared, 
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of the Securities Act of 1933. Until comparatively recently, there 
had been no appreciable accommodation. Even now, there exist 
a variety of problems which are directly traceable to the failure of 
the state legislatures to amend the blue sky laws to minimize or 
eliminate apparent conflicts with the provisions of or procedures 
under the Securities Act of 1933. For example: 


(1) The application forms used by the states frequently call for 
information which is not included in the registration statement filed 
under the Securities Act of 1933 and which should not be needed 
by the administrator to determine whether the security and the 
terms of the offering meet the qualitative standards which are pre- 
scribed in this statute.*® The information itemized in the various 
SEC forms is complete and should normally suffice for the purposes 
of registration in the several states. However, legislatures tend to 
cling stubbornly to their antiquated informational requirements,*® 
although in recent years there has been a tendency in the statutes to 
provide that the prospectus filed with the SEC (or the registration 
statement in its entirety) may be supplied in lieu of the material 
itemized in the statute.*? Several administrators, acting with or with- 
out specific statutory authority, have issued regulations to the effect 
that material filed with the SEC may be used in lieu of the material 
prescribed in the statutes.** When filing in the states which have no 
such statutory provisions or regulations, attorneys merely refer to 
appropriate portions of the prospectus (or registration statement) 
when filling out the application forms and freely request waivers 
of the more onerous informational requirements.*® This incorpora- 


45 E.g., some states require certified financial statements as of a date thirty or sixty 
days within the filing of the application for registration. 


46 Although in 1941 the National Association of Securities Administrators (now the 
North American Securities Administrators) drafted a uniform application form which 
would be applicable to most corporate issues, at least one third of the states do not 
permit the use of this form. Similarly, the itemization of information to be included 
in Form S-1 is complete; nevertheless, over the years, comparatively few states have 
borrowed from this itemization. For some reason—perhaps ignorance, perhaps chau- 
vinism, perhaps pride of authorship—state legislators seem to feel that they are 
eminently qualified to itemize the contents of applications to be filed under their blue 
sky laws. 

47 See Loss & CowetTT, op. cit. supra note 2, at 231-32, 305-07. Also, see Loss, 
Developments in Blue Sky Laws, 14 Bus. Law. 1161, 1164-65 (1959). 

48 As a practical matter, comparatively few administrators have prepared a com- 
plete set of rules and regulations (See Loss & CoweTr, op. cit. supra note 2, at 44, 
n. 6); and certain administrators who have done so, however admirable their intent, 
have gone beyond their apparent statutory authority. 

49 The extent to which this is “cavalierly” done would shock all but the experienced 
blue sky attorney. 
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tion by reference and the liberal use of “waiver requested” generally 
meet with administrative approval. 


(2) The fact that a prospectus may be included in a registration 
statement which has been ordered effective by the SEC does not 
guarantee that the prospectus may be used in each of the respective 
states in which the securities may be registered for sale. Certain 
statutes provide that prospectuses used in connection with the sale 
of securities issued by companies which have not had consistent earn- 
ings over the past several years shall bear a legend on the cover to 
the effect that “These Securities Are Speculative.” °° Certain admin- 
istrators have adopted regulations to the same effect.** A few statutes 
and regulations adopted by a few administrators require other legends 
to be used on the cover of the prospectus or on other sales material.” 
In recent years a growing number of “tabloid” prospectuses have 
been submitted to and approved by the SEC. These and other pro- 
spectuses which include pictures and art work are intended to be 
more attractive to the prospective investor. To the extent that such 
prospectuses are more attractive they are more apt to be read by 
the investor. Despite this fact, the advent of the “tabloid” prospec- 
tus has occasioned considerable debate among the administrators and 
to date a few administrators have banned the use of such prospectuses 
in their states.* If the issuer or underwriter wishes to sell in those 
states, a separate prospectus in black and white and without art work 
must be printed. Similarly, certain prospectuses refer to more than 
one type of security issued by the same issuer. Where any security 
referred to in a prospectus has not been cleared for sale in a par- 
ticular state, the administrator is likely to insist that a separate pro- 
spectus, deleting all mention of the “objectionable” security, be 
printed and used in his state.™* This requirement may be adhered to 


50 E.g., Tennessee. Contra: Georgia requires that in the case of an issuer which has 
not been in continuous operation for at least two years the offering circular or pro- 
spectus used in connection with the sale thereof shall bear the legend “These Are 
Speculative Securities,” except that such legend “shall not be required in the event 
that said securities have been registered under the provisions of any applicable Fed- 
eral Law and such declaration was not required to be made therein.” Ga. L. 1957, 
Vol. 1, Act No. 127, § 3A (b). 

51 F.g., Indiana. 


52 Several states (¢.g., North Dakota and South Dakota) require any prospectus or 
selling material to bear the name and address of the local dealer, and the Montana 
statute not only requires that the prospectus or selling material be “signed” but also 
that it bear a “serial number.” 

53 F.g., Florida and Texas. 


54 F.g., although periodic payment plans (front-end loan plans) for the accumulation 
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even if the issuer or underwriter is willing to imprint a legend on the 
cover of the regular prospectus to the effect that the “objectionable” 
security cannot be sold and is not offered for sale in that state. 


(3) In 1954 the Securities Act of 1933 was amended to permit the 
making of oral offers and certain kinds of written offers during the 
waiting period between the filing of the registration statement with 
the SEC and its effectiveness.* Prior to such amendment, the SEC 
permitted the “red herring prospectus” and “identifying statement” 
to be used during the waiting period. Several states have retained 
statutory provisions or regulations permitting the use of “red herring 
prospectuses” and “identifying statements,” ** although most states 
have by this time accommodated themselves to the use of the “pre- 
liminary prospectus” *’ either by statutory amendment® or by reg- 
ulation. Other administrators have permitted the circularization of 
“preliminary prospectuses” during the waiting period despite the fact 
that neither their statutes nor their regulations expressly permit this 
practice. It is now common practice for a preliminary memorandum 
issued by the blue sky attorney to summarize the state by state atti- 
tude with respect to the use of the “preliminary prospectus” during 
the waiting period. 


(4) In the case of most issues of high grade securities, within hours 
after federal effectiveness has been ordered, the offering is “out the 
window.” Therefore, unless an application for registration is granted 
upon federal effectiveness or immediately thereafter, registration 


of mutual fund shares are frequently offered with and without insurance protection, #.e., 
the investor’s unpaid payments under the plan may or may not be paid by the proceeds 
from declining balance term life insurance in the event of the investor’s death before 
the completion of the specified periodic payments), a number of states (¢.g., Missouri 
and Texas) do not permit the sale of plans with the insurance feature and insist that 
any prospectus used in their states to sell the plans without an insurance feature omit 
all reference to the existence of the “insured” plans. 

55 See Loss, SecuRITIES REGULATION 66-79 (Supp. 1955). 

56 F.9., Texas. 


57 Rule 433, 17 C.F.R. § 230.433 (Supp. 1959) promulgated by the SEC under the 
Securities Act of 1933 prescribes a legend which must be printed upon the face of 
each preliminary prospectus. The last sentence of that legend reads as follows: “This 
prospectus shall not constitute an offer to sell or the solicitation of an offer to buy nor 
shall there be any sale of these securities in any State in which such offer, solicita- 
tion or sale would be unlawful prior to registration or qualification under the securi- 
ties laws of any State.” Connecticut goes one step further. A preliminary prospectus 
may be used, but it must bear the following additional legend: “These securities are 
subject to qualification under the Connecticut Securities Act. The use of this iden- 
tifying statement is no assurance the required permit will be granted by the Bank 
Commissioner.” (Emphasis added.) 


58 E.g., Illinois and North Carolina. 
59 E.g. Michigan and Pennsylvania. 
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would be pointless. It would be impossible to personally contact each 
and every administrator within the hour or so following federal effec- 
tiveness, and yet it is imperative that some confirmation be received 
from each administrator to the effect that registration has been 
granted. Accordingly, over the course of the past twenty-five years, 
attorneys and administrators, largely without benefit of statutory 
authority, arrived at an awkward and fallible solution which has 
proved to be generally satisfactory. There was no automatic effec- 
tiveness as of the time of federal effectiveness; but through several 
rounds of telephone calls and telegrams—commencing soon after the 
applications were filed and involving a telephonic or telegraphic 
relaying of the information contained in the price amendment—the 
attorney was assured, sometimes formally and sometimes informally, 
that registration would be granted upon federal effectiveness. Thus, 
the importance of contacting the administrators at the moment of 
federal effectiveness was somewhat reduced. Barring last minute 
reversals by the administrator or any breakdown in telephonic or 
telegraphic access, the system worked.®° 


The author was one of the draftsmen of the Uniform Securities 
Act.** Working under the auspices of the Harvard Law School Study 
of State Securities Regulation, the author devoted some eighteen 


60 If the federal registration statement were to become effective at 3:30 p.m. New 
York time, and if the blue sky attorney attempted to contact the various administrators 
either by telephone or telegram immediately before or after the time of federal 
effectiveness, he would find that the time differentials existing between the various 
time zones created certain difficulties. The communications might reach certain ad- 
ministrators while they were at lunch, and final confirmation from these administrators 
of the fact that registration had been granted might be delayed for several hours. Sim- 
ilarly, the administrator might be away from his office on a business trip or on vaca- 
tion, in which event confirmation would be further delayed. It is because of these 
very difficulties that the blue sky attorney attempts to obtain a prior written indica- 
tion from the administrators to the effect that upon the entry of the effectiveness order 
by the SEC, the respective state registrations will become effective. As a practical 
matter, if the blue sky attorney has been given either an oral or a written assurance 
by an administrator to the effect that registration will be granted upon federal effec- 
tiveness, the blue sky attorney will advise the underwriter that he may proceed with 
his sales efforts in that administrator’s state upon federal effectiveness. 

61 Approved by the National Conference of Commissioners on Uniform State Laws 
on August 25, 1956, NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE 
Laws, HANDBOOK AND PROCEEDINGS 134-35 (1956) ; endorsed by the Council of the 
Section of Corporation, Banking and Business Law of the American Bar Association 
and approved by the ABA’s House of Delegates and Board of Governors, 81 AM. 
Bar Assn. Rep. 145 (1956) ; and approved by the National Association of Securities 
Administrators (renamed North American Securities Administrators) on September 
12, 1956, 39 ProceepiIncs Nat. Assn. Sec. Apm. 110-12 (1956), with such approval 
subsequently qualified on October 9, 1957 to indicate that the Association had not in- 
tended by its previous resolution to “approve or recommend the Uniform Act for 
adoption in any state.” 40 Proceepincs NortH Am. Sec. Ap. 64-66 (1957). 
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months to studying the blue sky laws, both as they appeared on the 
statute books and as they appeared in practice from the viewpoints 
of blue sky attorneys, state administrators and representatives of the 
securities industry. Early in the study, it became apparent to all those 
who were cooperating in the preparation of the Uniform Securities 
Act that a significant contribution to all those concerned with the 
administration of and compliance with the blue sky laws would be 
made if some method could be developed to coordinate the federal 
and state registration procedures without sacrificing the ability of the 
respective states to impose their own qualitative standards with respect 
to any application for registration. The result was registration by 
coordination, probably the most significant single contribution of the 
study. 

Registration by coordination, which has already been enacted in 
nine states,°* attempts to regularize the previously informal system 
with respect to the registration of issues which are also being regis- 
tered under the Securities Act of 1933. There is an automatic effec- 
tiveness at the moment when the federal registration statement be- 
comes effective, assuming that (i) the administrator has not instituted 
stop order proceedings, (ii) the registration statement has been on 
file with the administrator for at least ten days and (iii) a statement 
of the maximum and minimum proposed offering prices and the 
maximum proposed underwriting discounts and commissions has been 
on file for at least two days (or such shorter period as the admin- 
istrator may permit). The offering must be made within the pre- 
scribed limits, and the information contained in the price amendment 
must be forwarded promptly to the administrator. The administrator 
can institute stop order proceedings before or after federal effective- 
ness and the qualitative standards are the same as for securities reg- 
istered under any other procedure. 

The contents of the registration statement are likewise streamlined, 
consisting of three copies of the prospectus filed with the SEC and 
certain other material included in the federal registration statement (if 
the administrator requires such information by rule or otherwise), 
together with an undertaking to promptly file all amendments to the 
federal registration statement.™ 


62 Arkansas, Colorado, Hawaii, Kansas, New Mexico, Oklahoma, Texas, Virginia 
and Washington. 

63 See Loss & Cow ETT, op. cit. supra note 2, at 293-99, 324-30. 

64 Td. at 292-93. 
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Even before the advent of the Uniform Securities Act, several of 
the more recent statutes had achieved a measure of accommodation 
to the Securities Act of 1933. For example, the Arkansas, Illinois, 
Michigan, North Carolina, South Carolina and Tennessee statutes 
contained specific provisions to the effect that securities registered 
with the SEC could be registered by notification,® and the Alabama 
and Pennsylvania statutes exempted any security so registered. 

Despite this commendable trend, however, the Uniform Securities 
Act achieved the first completed accommodation of a blue sky law 
to the Securities Act of 1933 and to the other federal legislation which 
regulates the conduct of the securities industry.” 

One additional factor tends to reduce the possible conflicts between 
federal and state regulation of the issuance and sale of securities. The 
typical blue sky law exempts several types of securities which are 
normally registered with the SEC. This is particularly so in the case 
of offerings which are widely publicized. Securities which are fully 
listed or listed upon notice of issuance upon the New York or Amer- 
ican Stock Exchanges are generally exempt from registration under 
the blue sky laws,® as are securities issued or guaranteed by a railroad 


65 Td. at 232. 

66 The Alabama exemption is effective only if the federal registration statement 
is effective, and no offers can be made in Alabama until federal effectiveness has been 
declared. In order to qualify for the exemption, a registered broker-dealer must file 
a copy of the federal prospectus, together with the fee required to be paid in the case 
of the registration of securities. (Ata. Acts 1953, Act No. 241). The Pennsylvania 
exemption also extends to any security which is exempted from registration under 
the Securities Act of 1933, except those which come within the exemptions for intra- 
state offerings and issues of $300,000 or less; the exemption is from the notice-of- 
intention requirements of the Pennsylvania statute. 

67 For a description of the “General Approach of the Uniform Securities Act” and 
a brief “Summary of the Uniform Securities Act,” see Loss & Cowett, Brug Sxy 
Law, 236-43 (1958). Although the antifraud provisions of the Uniform Securities 
Act (except for certain provisions applicable to investment advisory activities) are 
substantially identical to those contained in the corresponding federal legislation, the 
registration provisions, both in the case of persons engaging in a securities business 
and in the case of securities, are merely coordinated with the federal legislation. 
That is, wherever there is a substantial benefit to be derived from the coordination of 
procedures, such coordination has been effected. To the extent that language incor- 
porated in the federal legislation can be used without causing any surrender of the 
potentially broader regulatory philosophy of the respective state, such language has 
been used. To the extent that the informational requirements under both federal 
and state legislation should be substantially identical, the federal informational require- 
ments have served as a guide. Qualitative standards to be met go considerably further 
than the disclosure philosophy of the federal legislation, but any adverse action taken 
by the SEC or by the NASD is included as a basis for an application’s denial or a 
registration’s suspension or revocation. A statutory policy of coordinating the inter- 
pretation and administration of the state legislation with the federal legislation is 
specified and the administrator is given broad rule making authority which may be 
used to accomplish such coordination. 

68 See Loss & CoweTtT, of. cit. supra note 67, at 359-60; also, see CCH Brur Sxy 
L. Rep. 851-70 (Aug. 13, 1959). 
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or public utility. Also exempt from most acts are securities issued 
by state banks or other financial institutions,” U. S. government 
bonds, state and municipal bonds and obligations issued by a for- 
eign country with which the United States is maintaining diplomatic 
relations.** These exemptions, based upon the nature of the security 
being offered, tend to reduce the number of large, federally regis- 
tered issues which are also registered under more than a handful of 
blue sky laws. 


IV. OrHer ACCOMMODATION AND ADMINISTRATIVE COOPERATION 


The problem of accommodation between the federal and state 
systems of securities regulation has been considered in detail because 
that problem is far more dramatic than any other. It is not of crucial 
importance that a broker-dealer may have to register with both the 
SEC and the states. As a practical matter, it is true that broker-dealer 
regulation under the Securities Exchange Act of 1934 imposes no 
great burden upon the registrant. It is likewise true that a state has 
a legitimate concern about the qualifications of those persons who 
sell securities within her borders and that the states may be better 
equipped to pass upon the qualifications and integrity of such persons 
than is the federal government.” 

Similarly, it is not of crucial importance that the states subject 
employees of broker-dealers to registration requirements, even though 
such persons must generally be registered by the broker-dealer with 
the NASD as a registered representative. Here, again, the states 
would seem to have a legitimate concern and would seem to be quali- 
fied to pass upon the fitness of such persons to sell securities. 

It is interesting to note that many statutes contain language which 
would authorize the administrator to deny registration to or revoke 
the registration of any broker-dealer, salesman or agent who has been 


69 See Loss & CowETT, op. cit. supra note 67, at 357-59. 
70 Id. at 354-56. 
71 Td. at 353-354. 


72 The state has ready access to the persons who might be best able to attest to 
the person’s character and reputation. State police files are available. Personal inter- 
views can be conducted without great inconvenience or expense. Examinations, either 
oral or written, can be more easily scheduled. Through publicity appearing in local 
newspapers, the administrator may, keep advised of the activities of those persons. 
And, investors who have been victimized by a particular broker-dealer or salesman 
may be more apt to file a complaint with a local official than with a federal official. 
Basically, except in the more populous states in which the traffic in securities is cen- 
tered, the securities industry in each state constitutes a rather closely knit fraternity 
—one with which a state administrator may be easily familiar. 
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subjected to disciplinary action by the SEC or by the NASD.” There 
are a variety of other provisions which either relate to the SEC or 
attempt to coordinate state and federal regulatory activities.” 


Over the past several years there has been a trend to increased 
cooperation between state administrators and the SEC. Each year 
a sizable delegation from the Commission attends the annual conven- 
tion of the North American Securities Administrators, and perhaps 
the most valuable time spent at the convention by both federal and 
state regulatory personnel is in a closed session at which mutual 
problems are discussed.” This official cooperation continues through- 
out the year, and the NASA has a standing committee which meets 
with SEC representatives in Washington from time to time. 

On a more or less informal basis, individual administrators or small 
groups of administrators from adjoining states will meet with SEC 
regional representatives as the need for such meetings arises. How- 
ever, in the midwest and in the northwest, the relationship between 
SEC regional representatives and state administrators has at times 
assumed the aspects of a fairly close and continuous working relation- 


ship. 


Information obtained in the course of investigations may be in- 
formally exchanged by federal and state personnel, and some state 
administrators schedule examinations of broker-dealers jointly with 
the SEC, NASD, and the stock exchanges. 


73 This is a ground which is rarely used, administrators apparently preferring to 
base adverse findings upon the particular facts giving rise to the disciplinary action. 

74 E.g., an Arizona provision directs that there be “cooperation with the adminis- 
trators of the securities laws of other states and of the United States with a view to 
achieving maximum uniformity in the interpretation and enforcement of like pro- 
visions of the laws administered by them.” Artz. Rev. Stat, § 44-1815 (1956), and two 
separate Florida provisions provide that “the same civil remedies provided by laws 
of the United States now or hereafter in force, for the purchasers of securities under 
any such laws in interstate commerce, shall extend also to purchasers of securities 
under this chapter,” Fra. Star. Ann. § 517:23 (1943), and that “the securities com- 
mission may make any reasonable rules and regulations which it may deem necessary 
to cooperate effectively with the Federal Trade Commission, or any other agency of 
the United States Government which may have supervision or control over the sale 
of securities in interstate commerce under any law of the United States and may 
apply to intrastate sales or offerings such federal laws and regulations applicable to 
such sales or offerings in interstate commerce, as the commission may deem neces- 
sary for the proper conduct of such intrastate sales or offerings, and not in conflict 
with the laws of this state.” Fra. Stat. ANN. § 517:28 (1943). 

75 The author has been present in the role of an observer at two of these closed 
sessions. Each session dealt primarily with the administrative attitudes of the SEC and 
the respective administrators with regard to one or two particularly current problems 
of securities regulators. The sessions are most valuable in the sense that they point 
up the divergence of attitudes, thus making both federal and state personnel aware 
of all aspects of such problems. 
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Most administrators have displayed an eagerness to work with their 
federal counterparts. Their suspicions of federal encroachment have 
all but disappeared. 

By and large, it can be said that on a personal and administrative 
level, there is a substantially better accommodation between federal 
and state securities regulators than there is on the statutory level 
between federal and state securities regulation. 





PROXY REGULATION: 
SUGGESTED IMPROVEMENTS 


Edward Ross Aranow* and Herbert A. Einborn** 
Aranow, Brodsky, Boblinger, Einborn & Dann, New York 


I. INTRODUCTION 


A. The Need for Regulation. 


Most stockholders, because of inconvenience or indifference, do 
not attend stockholders’ meetings in person. Instead, they generally 
execute proxies which authorize other interested parties to represent 
and vote for them. Thus, the solicitation of proxies from stockholders 
is a matter of vital importance in the election of directors and control 
of the affairs of corporations; and with the great growth of publicly- 
held corporations, this has become a matter of national concern af- 
fecting the public welfare. 

Notwithstanding the basic importance of the solicitation of proxies 
in determining the destiny of corporate management and affairs, and 
the temptations and abuses which almost inevitably accompany un- 
restricted power, the states did virtually nothing to cope with the 
problem. Prior to 1934, the managements of many corporations 
solicited proxies and perpetuated themselves in office without furnish- 
ing to the stockholders the most elementary facts concerning the 
corporation and the matters on which the stockholders were expected 
to vote. In many cases, the stockholders were not even informed 
of the names of the proposed directors or their connection with or 
stockholdings in the corporation.’ 


* A.B. Columbia, 1929; LL.B. Columbia, 1932; member of the New York Bar. 


** A.B. Ohio University, 1933; LL.B. Columbia, 1935; member of the New York 
Bar. This article has been prepared with the assistance of Lloyd I. Singer, of the New 
York Bar. 


1SEC, A ProposaAL TO SAFEGUARD INVESTORS IN UNREGISTERED SECURITIES 12 
(1946). H.R. Rep. No. 1383, 73d Cong., 2d Sess. 13-14 (1934) says, “Managements 
of properties owned by the investing public should not be permitted to perpetuate 
themselves by the misuse of corporate proxies. Insiders having little or no substantial 
interest in the properties they manage have often retained their control without an 
adequate disclosure of their interest and without an adequate explanation of the 
management policies they intend to pursue. Insiders have at times solicited proxies 
without fairly informing the stockholders of the purposes for which the proxies are 
to be used and have used such proxies to take from the stockholders for their own 
selfish advantage valuable property rights.” See also S. Rep. No. 792, 73d Cong., 
2d Sess. (1934). 
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B. The Federal Statute. 


In 1934, Congress, to a limited extent, stepped into the breach 
by enacting the Securities Exchange Act of 1934. Section 14(a)? 
of the Exchange Act provides: 


It shall be unlawful for any person, by the use of the mails or 
by any means or instrumentality of interstate commerce or of an 
facility or any national securities exchange or otherwise to solicit 
or to permit the use of his name to solicit any proxy or consent or 
authorization in respect of any security (other than an exempted 
security) registered on any national securities exchange in con- 
travention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for 
the protection of investors. 


The statute thus delegates to the Securities & Exchange Commis- 
sion the authority to prescribe rules and regulations with respect 
to the solicitation of proxies in respect of any security registered on 
any national security exchange. The only guides given to the Com- 
mission are the broad standards of “public interest” and “protection 
of investors.” 

The statute, from the very outset, by its express terms, imposes 
important limitations on the rules to be promulgated by the Com- 
mission. It refers specifically to the “solicitation” of proxies. If 
proxies are not solicited, the statute and rules promulgated there- 
under do not apply. It also refers specifically to securities “regis- 
tered on any national securities exchange”;* and unless the securities 
are so registered, neither the statute nor the rules promulgated there- 
under can apply.* 


2 48 Stat. 895 (1934), as amended, 15 U.S.C. § 78n (1958). 


8 The Commission also regulates proxy solicitation involving investment companies 
and public utility holding companies. Investment Company Act of 1940 § 20A, as 
amended, 54 Stat. 822, 15 U.S.C. § 80(a)-20(a) (1958), Public Utilities Holding 
Company Act of 1935 § 121(e), as amended, 49 Stat. 824, 15 U.S.C. § 792(e) (1958). 
Rule U-61, 17 C.F.R. § 250.61 (1949), pertaining to the latter act, makes all solicita- 
tions except those concerned with reorganization subject to X-14, 17 C.F.R. § 240.14a 
(Supp. 1956). Rule U-62, 17 C.F.R. § 250.62 (1949), governs solicitation in con- 
nection with reorganizations. The regulation of proxy solicitation under the Public 
Utilities Holding Company Act is intended to be broader than regulation under the 
Securities Exchange Act. Hallstead v. SEC, 182 F.2d 660 (D.C. Cir. 1950), cert. 
denied, 340 U.S. 834 (1950). 


4The rules do not apply to securities having unlisted trading privileges on a 
national securities exchange. The Securities Exchange Act of 1934, as amended, 48 
Stat. 894, 15 U.S.C. § 781 (f) (1958), provides that a security with unlisted trading 
privileges shall be deemed to be “registered” but also provides that the Commission 
may exempt such securities from the provisions of the proxy regulation section. This 
the Commission has done by rule X-12F-4(b), 17 C.F.R. § 240.12f-4(b) (1949). 
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C. The Proxy Rules. 


The first Proxy Rules, known as the “L.A. Rule”, were promul- 
gated by the Commission in 1935.5 The rules, which were rudimen- 
tary in nature, required issuance of a proxy statement containing a 
brief description of the matters to be considered at the stockholders’ 
meeting, prohibited false or misleading statements, required the filing 
of proxy material when mailed to stockholders, and required manage- 
ment to mail proxy material submitted by stockholders.® After a 
short experience with these rules, the Commission found that many 
companies were still providing completely inadequate information; 
in some cases it was furnished on the back of a post card.’ 


The Rules were extensively revised in 1938, and regulation X14 
was published.* This regulation, after many important revisions and 
amendments, provides the present basis for the Commission’s regula- 
tion of proxy solicitation.® 


The purpose of the Proxy Rules, under the general scheme of the 
Exchange Act, is disclosure of sufficient information to permit a 
stockholder intelligently to exercise his right to vote upon the various 
matters presented to him for his approval.*® This is achieved through 
schedule 14A which contains a detailed list of items about which in- 
formation must be given to stockholders in the form of a proxy 
statement when proxies are solicited." The most common matter, 
the election of directors, generally requires information about each 
proposed director, his business experience,” direct and indirect in- 
terest in the securities of the corporation,’ and transactions with the 


5 SEC Securities Exchange Act Release No. 378 (Class A), Sept. 24, 1935. 

617 C.F.R. § 240.14a (1st ed. 1939). 

7 Hearings Before the House Committee on Interstate and Foreign Commerce on 
H.R. 1493, H.R. 1821, and H.R. 2019, Bills to Suspend the Authority of the SEC 
under Section 14(A) and 14(B) of the Securities Exchange Act, 78th Cong., Ist 
Sess. 15 (1943). 

8 SEC Securities Exchange Act Release No. 1823, Aug. 11, 1938. 

917 C.F.R. § 240.14a (Supp. 1959). The important changes were made by the 
following SEC Securities Exchange Act Releases: No. 2376, Jan. 12, 1940; No. 
2347, Dec. 18, 1942; No. 4185, Nov. 5, 1948; No. 4775, Dec. 11, 1952; No, 4979, Jan. 
6, 1954; No. 5276, Jan. 17, 1956. 

10 An incidental effect of the proxy rules has been that the disclosures contained 
within the proxy statement have been used as a basis for many stockholders’ 
derivative suits alleging misconduct of directors or officers. 

11 The furnishing of a written proxy statement to stockholders whose proxies are 
solicited is required by 17 C.F.R. § 240.14a-3(a) (Supp. 1959). 

1217 C.F.R. § 240.14a, schedule 14A, item 6(2) (Supp. 1959). 

13 17 C.F.R. § 240.14a, schedule 14A, item 6(4) (Supp. 1959). 
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corporation.** Where the matter to be acted upon affects the cor- 
poration or its securities, the Proxy Rules require detailed informa- 
tion regarding the effect of the proposed action upon the corporation, 
its stockholders and its officers, including, in situations such as 
mergers, complete financial statements.’* In addition to the general 
disclosure provisions, the Proxy Rules contain provisions prohibiting 
fraudulent or misleading soliciting material,’’ requiring pre-filing in 
preliminary form of material to be forwarded to stockholders,** the 
mailing of insurgents’ material,’ the placing within the management 
proxy of proposals presented by stockholders,” and regulating the 
substance and content of the proxy form itself.** 

Where there is an election contest, involving solicitation of proxies 
by both management and insurgents, the Proxy Rules require the 
soliciting group to supply additional information, including the filing 
of a schedule 14B, giving detailed information with regard to each 
participant in the proxy contest.” 

A discussion of the substance and effect of each rule is beyond 
the limited scope of this article. There are several sources available 
for complete discussion of the Proxy Rules and of various proxy 
solicitations actually conducted under these rules.” 


D. The Need for Further Improvement. 


The Proxy Rules and their administration by the Commission, in 
the relatively short period of twenty-five years, have wrought won- 
ders. They have produced light where before there was darkness. 
They have gone a long way toward eliminating dissemination of 


1417 C.F.R. § 240.14a, schedule 14A, item 7 (Supp. 1959). 

15 Schedule 14A, 17 C.F.R. § 240.14a, (Supp. 1959), is broken down into such 
headings as “Bonus Profit Sharing and Other Remuneration Plans” (item 9), “Pension 
and Retirement Plans” (item 10), “Options, Warrants or Rights” (item 11), “Is- 
suance or Sale of Securities Other Than for Exchange” (item 12), “Modification or 
Exchange of Securities” (item 13). 

1617 C.F.R. § 240.14a, schedule 14A, item 15 (Supp. 1959). 

1717 C.F.R. § 240.14a-9 (Supp. 1959). 

1817 C.F.R. § 240.14a-9 (Supp. 1959). 

1917 C.F.R. § 240.14a-7 (Supp. 1959). 

2017 C.F.R. § 240.14a-8 (Supp. 1959). 

2117 C.F.R. § 240.14a-4 (Supp. 1959). 

2217 C.F.R. § 240.14a-11 (Supp. 1959). 

23 See AraNnow & EINHORN, Proxy CoNnTESTS FOR CoRPORATE CONTROL 81-265 
(1957) ; Loss, Securitres Recutation 521-60 (1951); Emerson & Latcham, SEC 
Proxy Regulation: Steps Towards More Effective Stockholder Participation, 59 
Yate L.J. 635 (1950); Friedman, SEC Regulation of Corporate Proxies, 63 Harv. 
L. Rev. 796 (1950) ; Annot., 55 A.L.R.2d 1126 (1957). 
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false and misleading statements to stockholders. They have helped 
establish standards of corporate morality in relation to stockholders 
and insiders which are gaining general acceptance. Nevertheless, as 
may well be expected, there is room for improvement; and it is the 
purpose of this article to set forth and discuss briefly certain sugges- 
tions for such improvements. 


Some of these suggestions require amendment of the basic statute 
and therefore can be effected only by legislative action. Other sug- 
gestions involve only amendment of the Proxy Rules themselves and 
can be effected by the Commission without legislative action. 


II IMPROVEMENTS REQUIRING LEGISLATIVE ACTION 


The Statute Should be Amended To Cover Large Publicly-Held 
Corporations, Regardless of Whether Their Stock is Registered 
on a National Securities Exchange. 


A number of bills have been proposed in Congress which would 
amend the Exchange Act so as to enlarge the scope of the Pro 
Rules. The most recent was introduced by Senator Fulbright.™ 
The bill would extend the Proxy Rules to unlisted corporations en- 
gaged in interstate commerce whose assets equal at least $10,000,000 
and who have at least 1,000 stockholders.**> The Commission has 
urged adoption of this bill, which it is estimated would extend the 
Proxy Rules to an additional 650 companies.”* 


There is no sound reason for limiting the applicability of the Proxy 
Rules to corporations whose securities are registered on national 
securities exchanges. The “public interest” and “protection of in- 
vestors”, referred to in section 14(a) of the Exchange Act, require 


24S. 1168, 85th Cong., Ist Sess. (1957). An earlier version of this bill was S. 
2054, 84th Cong., Ist Sess. (1955). A similar bill was previously introduced by 
Senator Frear, S. 2408, 81st Cong., Ist Sess. (1949). 


25 “The companies that will be covered by S. 1168 are not small-business enterprises. 
A corporation which affects interstate commerce and has a combination of more 
$10 million in assets and more than 1,000 stockholders is bound to have a substantial 
effect upon the public interest and the interests of the investing public.” S. Rep. No. 
700, 85th Cong., Ist Sess. 5 (1957). There were at the time of the introduction of S. 
1168, 115 corporations listed on the New York Stock Exchange which were subject 
to the Proxy Rules, even though their assets were less than $10 million, the test of 
coverage under S. 1168. Jd. at 2. 


26S. Rep. No. 700, 85th Cong., Ist Sess. 1 (1957). Under a previous version of 
this bill, which would have applied to all corporations having at least $2,000,000 in 
assets, and 750 stockholders or outstanding debt structure of $1,000,000, it was esti- 
mated that 1,200 companies with assets of over $35 billion would be affected. N.Y. 
Times, May 19, 1956, p. 27, col. 2. 
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that full and accurate information be given to the stockholders of all 
large corporations regardless of whether or not their securities are 
listed on a national exchange. The adoption of the Fulbright Bill un- 
doubtedly would advance the cause of “corporate democracy” and 
would be in the interests of the investing and general public. 

The New York Stock Exchange has attempted to extend the 
Proxy Rules to unregistered corporations by requiring members who 
participate in proxy contests involving such unregistered corporations 
to file with the Exchange information substantially equivalent to 
schedules 14A and 14B of the Proxy Rules. This requirement applies 
only to proxy contests and not to uncontested solicitation of proxies. 
These rules, therefore, can do no more than touch on the basic prob- 
lem, and only through the adoption of legislation such as the Ful- 
bright Bill could there be any far-reaching corrective effect.”" 


B. The Statute Should be Amended To Require the Furnishing of 
the Information Required by the Proxy Rules Regardless of 
Whether There is a Solicitation of Proxies. 


As indicated above, the Exchange Act authorized the Commission 
to issue regulations with respect to the “solicitation” of proxies. Thus, 
even though a corporation may be listed on a national securities ex- 
change, if it finds it unnecessary to solicit proxies, the Proxy Rules 
do not apply. Such a situation can arise where the incumbent manage- 
ment controls sufficient votes to carry an election without a public 
solicitation. In such case, the stockholders of the corporation need 
not be supplied with the information required by the Proxy Rules 
and their right to vote and participate in corporate affairs becomes 
almost meaningless.”* 

The New York Stock Exchange had for several years required 
all firms entering into a new listing agreement to agree to solicit 
proxies.” The Exchange has now taken the most far-reaching step 
by requiring all corporations listed on the Exchange which do not 
presently solicit proxies, to commence such solicitation on or before 


27 New York Stock Exchange Rules 456-459. N.Y. Stock ExcHANGE CoMPANY 
Manuva A-147 (Oct. 31, 1957). 


28 For a list of 22 large companies which did not solicit proxies during 1958, see 
Grpert, 19th ANNUAL REPoRT oF STOCKHOLDER ACTIVITIES AT CORPORATION MEET- 
1ncs 203 (1958). 


29 New York Stock Exchange Listing Agreement, § 3, para. 5, N.Y. Stock Ex- 
CHANGE CoMPANY MANUAL B-101 (April 3, 1959). 
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December 31, 1961, and to agree to continue soliciting proxies after 
that date.*° 

It appears, however, that since a great portion of American cor- 
porations are listed on exchanges other than the New York Stock 
Exchange or are not listed at all, it would be more desirable to deal 
with this problem on an overall statutory basis. This can be effected 
by amending the statute to require solicitation by all listed companies, 
or, in the alternative, to require the furnishing to all stockholders of 
the information required by the Proxy Rules, regardless of whether 
or not there is an actual solicitation.** 


C. The Statute Should be Amended To Make Clear That Private 
Parties, as Distinguished From the Commission, May Obtain Ju- 
dicial Enforcement of the Proxy Rules. 


At present, there is some doubt whether private parties, as dis- 
tinguished from the Commission, may obtain judicial enforcement of 
the Proxy Rules. It is clear from the statute, section 21(e) of the 
Exchange Act, that the Commission may apply to the federal courts 
to prevent violation or obtain enforcement of the Proxy Rules. How- 


ever, suppose, for one of many possible reasons, the Commission fails 
to act—may a private party who is affected by a violation of the 
Proxy Rules apply to the federal courts for appropriate relief? Certain 
district courts have held that such a right exists.** However, no 
higher court has so held and doubt has been expressed by two court 
of appeal judges as to whether Congress intended to confer such a 
right on private parties.** 

Since the Commission sometimes may fail to take action because 
of limitations of manpower, or inadequate information, or error in 


80N.Y. Stock ExcHance Company Manuat A-134 (April 3, 1959). See New 
York Stock Exchange Press Release, April 3, 1959; Wall Street Journal, April 3, 
1959, p.5, col. 3. There are 28 active companies on the Exchange which do not solicit 
proxies. In addition, the Stock Exchange Release states that if any company which 
has previously solicited proxies fails to solicit proxies it will be given to December 
31, 1960, or one year from the date of failure to recommence solicitation and agree 
to solicit in the future. The penalty for not meeting any of these requirements would 
be the consideration of delisting the company by the Board of Governors of the 
Exchange. N.Y. Stock ExcHANGE CoMPpANy MANUAL A-291 (May 22, 1959). 

31 It should be noted that the New York Stock Exchange in its press release of 
April 3, 1959, supra note 28, recommended that Congress require all publicly-held 
companies to solicit proxies. 

82 Howard v. Furst, 140 F. Supp. 507 (S.D.N.Y. 1956) ; Curtain v. American Tel. 
& Tel. Co., 124 F. Supp. 197 (S.D.N.Y. 1954); Dunn v. Decca Records, Inc., 120 
F. Supp. 1 (S.D.N.Y. 1954) ; Tate v. Sonotone Corp., 3 SEC Jud. Dec. 1342 (S.D. 
N.Y. 1947) ; Phillips v. United Corp., 3 SEC Jud. Dec. 1483 (S.D.N.Y. 1947), appeal 
dismissed, 171 F. 2d 180 (2d Cir. 1948). 

83 Subin v. Goldsmith, 224 F. 2d 753 (2d Cir.), cert. denied, 350 U.S. 883 (1955). 
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judgment, or for other possible reasons, it seems highly desirable that 
private parties, who are or may be aggrieved by a violation of the 
Proxy Rules, should be able to resort to the courts for appropriate 
relief. The statute therefore, should be amended to make clear that 
private parties have the right to obtain such judicial relief. 


D. The Statute Should be Amended To Make Clear That the Com- 
mission May Obtain an Order Setting Aside an Election if the 
Election Resulted From Violation of the Proxy Rules. 


Section 21(e) of the Securities and Exchange Act of 1934 confers 
upon the Commission the power to obtain injunctions against persons 
“engaged or about to engage in any acts or practices which con- 
stitute or will constitute a violation” of the act or regulations. The 
statutory language thus refers to present or future violations. The 
question, therefore, arises whether the Commission has power to act 
with respect to past violations. 

A hypothetical situation will point up the problem. Suppose an 
insurgent group undertakes a proxy contest. Suppose that certain 
of the principals in the group have backgrounds which may be a 
handicap to the group. To avoid disclosure of the background of 
these individuals, other persons are placed on the insurgent slate. Just 
prior to the election, the persons on the slate decline to serve and the 
original principals are named in their place. The insurgent group, 
by use of the proxies it has solicited, succeeds in electing its slate, 
which includes the last-minute substitutions. The election has been 
concluded, but it is clear that it was achieved by a violation of the 
Proxy Rules. Does the Commission have power to take action to set 
aside such a meeting? 

The Commission apparently has never asserted power to obtain 
an order setting aside an election for past violations of the Proxy 
Rules. 

It can be argued that although section 21 of the Exchange Act 
refers only to present and future violations, section 32 imposes crimi- 
nal penalties for past violations; that section 14(a) makes it unlaw- 
ful to solicit proxies in violation of the Proxy Rules; and that a 
federal court exercising its equitable powers, should not permit a 
violator of the rules to retain the benefits obtained by his violation.* 


34 48 Stat. 899 (1934), as amended, 15 U.S.C. § 78u (1958). , 
85 In Mack v. Mishkin, 172 F. Supp. 855 (S.D.N.Y. 1959) a federal district court, 
in denying a motion for a preliminary injunction in a proxy contest, held that no 
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However, the problem is not free from doubt. It would seem 
desirable to amend the statute to make clear that the Commission, 
as well as private parties, in a proper case, has power to obtain a 
court order setting aside an election which resulted from a violation 
of the Proxy Rules. 


E. The Statute Should be Amended To Authorize the State Courts, 
When Reviewing a Corporate Election, To Consider Violations 
of the Proxy Rules. 


Section 27 of the Exchange Act provides that the District Courts of 
the United States shall have “exclusive jurisdiction” of the violations 
of this chapter,** and the rules and regulations thereunder. By reason 
of the words “exclusive jurisdiction”, several state courts, when 
reviewing corporate elections pursuant to state law, have held that 
they were prevented from considering violations of the Proxy Rules.*” 

This can lead to a rather anomalous situation where a group in 
winning a corporate election has violated the Proxy Rules. As in- 
dicated in the discussion of the problem in the preceding section, 
there may be a question whether the Commission can obtain a court 
order setting aside an election based on past violations. The state 
courts have held that they have no power to consider violations of 
the Proxy Rules.** The winning group, by resorting to such technical 


irreparable harm could occur to the plaintiff since after full hearing the court 
could determine “that the proxies were unlawfully obtained and utilized”, and such 
court could then set aside the election and require a resolicitation of proxies. The 
plaintiff had argued that there was no authority squarely holding that an election 
could be set aside. The court quoted from Loss, Securities ReGcuLaTions 521- 
522 (1951) to the effect that there was no reason why the SEC “should not sue 
in appropriate circumstances to undo the action taken by means of the proxies which 
have been unlawfully solicited”. The court further stated that it agreed with this 
statement and could see no reason why a private party could not seek and obtain 
the same relief. 

36 48 Stat. 902 (1934), as amended, 15 U.S.C. § 78aa (1958). In this respect the 
Securities Act of 1933 differs somewhat from the Exchange Act. Under the Securities 
Act, although jurisdiction of offenses and violations of the act and the rules and 
regulations promulgated by the Commission is in the federal court, there is concurrent 
jurisdiction with the state court of “all suits in equity and actions at law brought to 
enforce any liability or duty created by this title.” 48 Stat. 86 (1933), as amended, 
15 U.S.C. § 77v (1958). 

87 Matter of Hoe & Co., 137 N.Y.S. 2d 1942 (Sup. Ct.), aff'd, 285 App. Div. 927, 
139 N.Y.S. 2d 883 (1954), aff'd, 309 N.Y. 719, 128 N.E. 2d 420 (1955); American 
Hardware Corp. v. Savage Arms Corp., 136 A.2d 690 (Del. Sup. Ct. 1957) ; Standard 
Power & Light Corp. v. Investment Associates, Inc., 29 Del. Ch. 593, 51 A. 2d 572 
(1947), affirming 29 Del. Ch. 225, 48 A. 2d 501 (1946). 

88 As the Supreme Court of Delaware in the American Hardware case, supra note 
37 at 693 stated, “Whether or not there has been non-compliance with the Proxy 
Rules of the Commission is an issue to be determined solely by the Commission itself 
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arguments, may be able to prevent the election from being set aside. 

In the interest of having all questions settled at one time, it seems 
advisable that in a proceeding in a state court, where an election is 
being reviewed under state law, the court should be permitted to 
consider violations of the Proxy Rules. It is therefore suggested 
that the statute be amended to make this possible by omitting the 
direction for exclusive federal jurisdiction and permitting state courts, 
in a proper case, to give consideration to a claim of violation of the 
Proxy Rules. 


III. ImMpRovEMENTS REQUIRING ADMINISTRATIVE ACTION OF THE 
SECURITIES AND ExcCHANGE COMMISSION. 


The Commssion over the years has continued to amend the proxy 
regulations. Extensive amendments were promulgated i in 1957. Cer- 
tain aspects of the Proxy Rules, however, still require improvement. 


A. The Commission Should Provide an Administrative Procedure 
for the Review of Decisions of Staff Officers. 


Undoubtedly, great deference should be given to the opinion and 
judgment of the Commission in a proxy contest. Its specialized 
experience and disinterested position enable it to evaluate a situation 
with greater perspective and objectivity than the parties to a con- 
troversy. Nevertheless, there is always the possibility of its making 
an error that can lead to serious harm and injustice. When an error 
is made, a party aggrieved should be able to ask for a court review 
of the Commission’s action. 

Strangely enough, there does not seem to be any basis for such 
judicial review in a proxy contest. The reason for this is found in 
the informal procedures of the Commission in examining proxy 
material and administering the Proxy Rules. These functions are 
exercised by staff officers of the Commission. There are no formal 
hearings or orders by the Commission from which an appeal to the 
courts may be taken. 

On the other hand, if private parties resort to the courts for relief, 
some of the courts have expressed the view that the parties should first 


and the Federal Courts. The courts of this state will not assume to trespass upon 
this exclusive jurisdiction.” 

89 Doyle v. Milton, 73 F. Supp. 281, 286 (S.D.N.Y. 1947); Peck v. Greyhound 
Corp. 97 F. Supp. 679, 681 (SDNY. 1951). See also Subin v. Goldsmith, 224 F. 2d 
753 (2d Cir.), cert. denied, 350 U.S. 883 (1955). 
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exhaust all administrative remedies in the Commission.*® But since 
no formal administrative procedure has been set up in the Commis- 
sion, the parties are not sure what action they can or should take. 

It is therefore suggested that the Commission set up a procedure 
for an accelerated review within the Commission of a “decision” by a 
staff officer and that the statute be amended to provide a basis for re- 
view by the courts of the Commission’s action or failure to act, after 
the remedies provided by the Commission have been exhausted. 

In a proxy contest, time is of the essence, and disputed matters 
must be handled very expeditiously. Nevertheless, it is possible to 
set up a basis for review which will meet the exigencies of the situa- 
tion. 


B. Proxy Rules Should be Amended To Give the Opposition the 
Option of Obtaining a Stockholders’ List or Requiring Manage- 
ment to Mail Its Material. 


Let us assume that the management of a corporation has become 
inefficient and that the earnings have seriously declined. An insurgent 
stockholders’ group is organized. It is important for this group to 
have a list of the stockholders in order to ascertain the identity, loca- 
tion and holdings of their fellow stockholders, and in order to com- 
municate with them and enlist their support. 

State statutes usually confer on stockholders the right to obtain 
a list of the stockholders.** However, a management desiring to 
frustrate and delay the insurgents, usually can make it necessary for 
the insurgents to institute proceedings in the state courts to obtain 
such a list. Delaying tactics and appeals often can prevent the in- 
surgents from obtaining a stockholders’ list for many months and 
sometimes years. 

A rather inadequate remedy also is provided by the Proxy Rules. 
Rule 240.14A-7 gives to management the option of either mailing 
the insurgents’ communications to the other stockholders or furnish- 
ing the insurgents with a stockholders’ list.“* Management almost 
invariably elects to mail the insurgents’ material rather than to furnish 
the stockholders’ lists. This gives management an unfair advantage. 


40 Peck v. Greyhound, supra note 39. 


41 For example, NEw York Stock Corp. Law § 10; Der. Cope Ann. tit. 8, § 220 
(1935); N.J. Stat. Ann, § 14:5-1 (1937); Pa. Strat. ANN. tit. 15, § 2852-308 
(Purdon 1933). 


4217 C.F.R. § 240.14a-7 (1949). 
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By choosing to mail rather than supply a stockholders’ list, manage- 
ment has a degree of control over the timing of the insurgents’ 
a This advantage is heightened by the fact that rule 240.14A- 

7 only goes into effect when management commences soliciting prox- 
les. Management has effectively stalled making its choice by main- 
taining that it has not decided whether to solicit proxies at the time 
the insurgents make their demand under this rule. For these reasons 
insurgent groups normally avoid using the procedure set forth by 
this rule. Their only other remedy is the cumbersome, and often 
frustrating, state court remedy referred to above. 

The Proxy Rules should be changed so that it is the stockholders’ 
group rather than the management which will have the option. 
Proper safeguards and conditions can be imposed to require the group 
to show that it is a bona fide group and that it desires the list in order 
to undertake a bona fide proxy contest. 


C. The Proxy Rules Should be Amended To Permit Compromises of 
the Proxy Contest. 


Suppose during or near the end of a proxy contest both sides find 
it desirable to compromise and to elect a slate which will include 
representatives of each side. The Proxy Rules make no provision 
for this situation, and may in fact prevent a compromise. 

According to rule 240.14A-4(e), it appears that those who 
solicit and procure a proxy are required to vote the proxy as pro- 
posed.** This does not confer on the proxy agent the authority to 
agree to a compromise and to vote for members of the other slate. 

The rules should be amended to provide for such compromise. 
Proper safeguards and conditions can be imposed to require the 
parties to satisfy the Commission as to the bona fides of the proposed 
compromise. 


D. The Proxy Rules Should be Amended To Require Additional 
Information as to Expenses of the Contest. 


As proxy contests have grown in size and importance, the expenses 
of both sides have become very large. In many cases, they have run 
into hundreds of thousands of dollars and, in some cases, into mil- 
lions.“* —The opportunities for abuse are readily apparent. There are 


43 17 C.F.R. § 240.14a-4(e) (1949). 


44 For a discussion and breakdown of the expenses of a contest, see article by John 
S. Tompkins, N.Y. Times, March 16, 1958, § 3 (Financial), p. 1. 
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as yet no state statutes regulating such expenses. The courts are 
slowly evolving certain vague general principles based on “reasonable- 
ness,” which only a court ultimately can decide. According to the 
decisions, management has wide latitute, provided it can show that 
“Gssues” rather than a personal struggle for power are involved. The 
insurgents, if successful, can usually obtain reimbursement, provided 
the stockholders approve.** 

The Proxy Rules merely require disclosure by each side in its proxy 
statement of the estimated expenses which it expects to incur and the 
personnel it intends to use.** Often there is a great disparity between 
estimated expenses and actual expenses. 

It would be a more effective requirement if each side were obliged 
by an expanded rule to make fuller disclosure during the proxy contest 
and then, at the end of a contest, to file and disclose in detail its actual 
expenses. The latter requirement would tend to discourage reckless 
and excessive expenses by both sides. 


IV. ConcLusion 


Most assuredly, other valid suggestions can be made for improve- 
ment of the Proxy Rules. It is the authors’ opinion, however, that 
the adoption of the suggestions set forth above will fill certain of 
the more basic needs. Further change, no doubt, will become neces- 
sary or desirable with the continued growth of our dynamic economy 
and the spread of “people’s capitalism”. 


45 Steinberg v. Adams, 90 F. Supp. 604 (S.D.N.Y. 1950) ; Hand v. Missouri-Kansas 
Pipe Line Co., 54 F. Supp. 649 (D. Del. 1944); Rosenfeld v. Fairchild Engine & 
Airplane Corp., 309 N.Y. 168, 128 N.E. 2d 291 (1955) ; Hall v. Trans-Lux Daylight 
Picture Screen Corp., 20 Del. Ch. 78, 171 Atl. 226 (1934). Aranow & Einhorn, 
C “Tose) Proxy Contests: Expenses of Management and Insurgents, 42 Cornell L. Q. 
4 (1956). 

4617 C.F.R. § 240.14a-3 (a) (b) (Supp. 1959). 
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In the past two decades the provisions of two statutes, section 11 
of the Public Utility Holding Company Act of 1935? and Chapter X 
of the Bankruptcy Act? have governed the majority of reorganizations 
of corporations having public security holders.* Under both statutes, 
the Securities and Exchange Commission exercises important respon- 
sibilities. Under Chapter X the Commission’s function is to act as 
an adviser to the courts.* Under section 11 the Commission has been 
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149 Stat. 820 (1935), as amended, 15 U.S.C. § 79k (1958). 
2 52 Stat. 883 (1938), 11 U.S.C. § 501 (1958). 


8 All reorganizations under § 11 have affected public security holders. This is 
not true under Chapter X, although that legislation was primarily “adapted to the 
reorganization of corporations with complicated debt structures and many stock- 
holders. .. .” SEC v. United States Realty and Improvement Co., 310 U.S. 434, 447 
(1940). A company with publicly held securities might conceivably utilize the 
composition machinery of Chapter XI of the Bankruptcy Act, 52 Stat. 913 (1938), 
as amended, 11 U.S.C. § 786 (1958); but in most cases Chapter X would seem to 
“afford the more appropriate remedy.” General Stores Corp. v. Shlensky, 350 U.S. 
462, 466 (1956). And see Greene and Ferber, Chapter X or Chapter XI: Implica- 
—_ of the Supreme Court Decision in the General Stores Case, 16 Fev. B. J. 62 
(1956). 

4 See §§ 172 and 208, discussed infra. Chief Judge Charles E. Clark of the Court 
of Appeals for the Second Circuit, which sits in a review capacity over a large pro- 
portion of all chapter X proceedings, wrote on behalf of all active judges of that 
court (as of March 21, 1955) : 

We regard the service being rendered by the Commission to the Courts in 
connection with the reorganization of corporations to be most valuable, if not 
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delegated responsibility by the Congress to bring about certain 
results in a regulated industry. Looking toward these results, it passes 
upon reorganization plans subject only to court review in which the 
Commission’s findings as to the facts, if supported by substantial 
evidence, are conclusive.® Its determinations as to policy are “en- 
titled to the greatest weight.” ® 

Chapter X contains detailed statutory provisions concerning the 
evolution of a plan of reorganization from its inception to its ultimate 
consummation.’ Under section 11, however, the Commission has 
been obliged to fashion its own reorganization machinery; the statute 
contains little guidance with respect to reorganizations, except for 
the general statement of the over-all results to be achieved* and the 
requirement that these be effected through a “fair and equitable” plan.° 
Since section 11 requires the integration and simplification of holding 
company systems, plans thereunder normally have affected more 
than a single corporation, whereas under Chapter X a plan often 
relates to but a single corporation.*° The court-appointed trustee 


indispensable, for the proper disposition of this vital segment of court business 
according to the Congressional intent. The Commission affords the necessary 
expert knowledge, the skill, and the uniform approach which individual judges 
cannot have; and to the district judges in particular, the assistance is unique 
in its usefulness, and not otherwise to be obtained. The Judge is not bound 
to observe all suggestions of the Commission, but the very fact that he has 
them before him is assurance of his complete preparation for adjudication, 
with the public interest adequately protected. 21 SEC Ann. Rep. 89 (1955). 

5 Section 24 (a) of the Holding Company Act, 49 Stat. 834 (1935), as amended, 
15 U.S.C. § 79x(a) (1958), providing for review of Commission orders by a court 
of appeals so states. The same standard of review is applicable where a plan 
approved by the Commission is sought to be enforced in a district court pursuant to 
section 11(e) of the act. SEC v. Central-Illinois Securities Corp., 338 U.S. 96, 
113-127 (1949). 

6 American Power & Light Co. v. SEC, 329 U.S. 90, 112 (1946). Although this 
case involved directory orders pursuant to section 11 (b), rather than an order 
approving a reorganization plan, the same standards are applicable. See SEC v. 
Chenery Corp., 332 U.S. 194, 208 (1947): “The very breadth of the statutory 
language precludes a reversal of the Commission’s judgment save where it has plainly 
abused its discretion in these matters.” 

7 See discussion infra, pp. 328-29. 

8 Section 11 (b) of Holding Company Act, 49 Stat. 820 (1935), as amended, 
15 U.S.C. § 79k (b) (1958). 

® Section 11(d) and (e) of the Holding Company Act, 49 Stat. 821-22 (1935), 
as amended, 15 U.S.C. § 79k (d), (e) (1958). And see § 11 (g), 49 Stat. 823 (1935), 
as > 15 U.S.C. § 79k (g) (1958), as to solicitations, discussed infra, pp. 325, 


10 Chapter X plans may involve related corporations. See section 129, 52 Stat. 886 
(1938), 11 U.S. Cc. § 529 (1958), which specifically contemplates the reorganization 
of a subsidiary with a parent corporation. And see Jn re Pittsburgh Rys., 155 F.2d 
477 (3d Cir. 1946), cert. denied, 329 U.S. 731 (1946), where it was held that the 
Chapter X court had jurisdiction over a street railway system, operated as a single 
unit, including solvent “guaranteed underliers”, from whom the debtor leased its rights 

way. 





CONFLICTS OF INTEREST IN REORGANIZATION 321 


under Chapter X is initially responsible for formulating and filing 
reorganization plans, but the management of the holding company 
itself, usually working in close consultation with the Commission’s 
staff," normally bears that responsibility in section 11 proceedings.’ 
Voting on the plan is necessary under Chapter X, whereas it rarely 
occurs under section 11.’* Despite these and other differences, plan 
proceedings under both statutes have much in common in that there 
is generally a reshuffling of substantial property rights and there are 
numerous participants in the proceedings representing the interests 
of the various classes of security holders involved.’* Accordingly, 
a significant problem common to the reorganizations under both 


11 Phillips v. SEC, 153 F. 2d 27, 32 (2d Cir. 1946), cert. denied, 328 U.S. 860 
(1946) 


12 See § 11 (e) of the Holding Company Act, 49 Stat. 822 (1935), as amended, 
15 U.S.C. § 79k (e) (1958). 

13 Under § 179, 52 Stat. 892 (1938), 11 U.S.C. § 579 (1958), a plan must be accepted 
by or on behalf of creditors holding two-thirds of the claims filed and allowed of each 
class and, where the debtor is solvent, by or on behalf of stockholders holding the 
majority of stock of each class affected. Certain modifications must also be approved 
by security holders. Section 222, 52 Stat. 898 (1938), 11 U.S.C. § 622 (1958). 

Under some circumstances a plan can be confirmed even where the requisite ac- 
ceptances have not been obtained. See $$ 216 (7), (8), 52 Stat. 895 (1938), 11 U.S.C. 
$ 616 (7), (8) (1958). 

14 Although some of the earlier plans under section 11 had voting requirements, 
the Commission thereafter has “held that a plan under section 11 (e) should not be 
subject to the requirements of a stockholders’ vote, where the effect of doing so 
would be to subject to a decision of the stockholders the question of compliance or 
non-compliance with the requirements of the Act.” Commonwealth & Southern 
Corporation, 33 S.E.C. 729, 740 (1952). 

15 All plans under § 11 must provide an opportunity for hearing. Section 11 (d) 
and (e). Any person affected is normally given the right to participate in the 
proceeding. Under rule 17 of the Commission’s Rules of Practice, 17 C.F.R. § 201.17 
(1949), leave to be heard includes leave to call and examine witnesses, to offer docu- 
mentary evidence, to cross-examine witnesses, to file briefs, to submit proposed findings 
and conclusions and to make oral argument. Except for representatives of the 
federal or state governments no person is admitted as a party to a proceeding unless 
the Commission is satisfied that his participation as a party will be in the public 
interest and that leave to be heard would be inadequate for the protection of his 
interests. Accordingly, security holders are not normally given full party status. 
In re American & Foreign Power Co., 80 F. Supp. 514, 524-25 (D. Me. 1948). Nor 
are they permitted to cross-examine when their conduct is obstreperous. In re 
Electric Bond & Share Co., 73 F. Supp. 426, 438-40 (S.D. N.Y. 1946). Any person 
aggrieved also has the right to judicial review. Section 24(a) of the Holding Com- 
pany Act, supra note 5. American Power & Light Co. v. SEC, 325 U.S. 385 (1945). 
oe 206 of Chapter X, 52 Stat. 894 (1938), 11 U.S.C. § 606 (1958), provides 

=: 

The debtor, the indenture trustees, and any creditor or stockholder of the 

debtor shall have the right to be heard on all matters arising in a proceeding 

under this chapter. 
This has been interpreted to include the right to appeal. Dana v. SEC, 125 F. 2d 
542 (2d Cir. 1942). In re Philadelphia and Reading Coal & Iron Co., 105 F. 2d 354 
(3d Cir. 1939). As to the legislative policy to encourage and permit individual 
participation in Chapter X and to foster “democratization” of the pr i 
Hearings on H.R. 6439 Before the House Committee on the Judiciary, 75th 
Ist Sess. 185 (1937) ; H.R. Rep. No. 1409, 75th Cong., 1st Sess. 47-48 (1937). 
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statutes relates to conflicts of interest on the part of those who play 
an active role in the reorganization process. 


We shall examine the evolution, application and effectiveness of 
protective devices which have been employed to curb these conflicts. 
Some of these safeguards were enacted by Congress; others have been 
enunciated by the courts; and still others have been developed as part 
of the administrative process. We shall also consider the merits of 
possible procedural and substantive changes in this area. Although 
we confine our analysis to these problems as they have arisen under 
the two aforementioned statutes, many of the questions raised have 
a broader relevance.’ 


II. THe Statutory Backcrounps 
A. The Public Utility Holding Company Act. 


The Public Utility Holding Company Act of 1935 was enacted in 
response to public concern over the unrestrained misuse of the hold- 
ing company device, whereby the control of the nation’s gas and 
electric utility companies was concentrated in a few hands, investors 
were deceived and defrauded, exorbitant rates were charged to con- 
sumers, and state utility regulation was hampered.’* Under the act 


16 Presumably similar principles would govern reorganization proceedings relating 
to railroads under § 77 of the Bankruptcy Act, 47 Stat. 1474 (1933), 11 U.S.C. § 205 
(1958). The principles might also have application to receivership proceedings. There 
has been an increased use of receiverships in proceedings involving statutes admin- 
istered by the SEC. See SEC v. Barrett Herrick & Co., Civil No. 112-296, S.D. 
N.Y., Sept. 14, 1956; SEC v. Zippin & Co. No. 53c53, N.D. Ill., Jan. 13, 1953 and 
SEC v. Adams & Co., N.D. Ill., July 18, 1949 where a receiver was appointed in 
cases where brokers and dealers had not satisfied financial standards required by the 
Securities Exchange Act; SEC v. Frank M. Cryan and Jefferson Custodian Fund, 
Inc., Civil No. 131-57, S.D. N.Y., March 14, 1958; and Aldred Investment Trust 
v. SEC, 151 F. 2d 254 (2d Cir. 1945), cert. denied, 326 U.S. 795 (1945), where 
a receiver was appointed pursuant to § 36 of the Investment Company Act, 54 Stat. 
841 (1940), as amended, 15 U.S.C. § 80a-35 (1958) ; SEC v. Russell McPhail, Civil 
No. 135-203, S.D. N.Y., July 7, 1958, a proceeding where the Commission charged 
that the defendants had been guilty of gross abuse of trust and sought the appoint- 
ment of a trustee or receiver, and where an accounting was made and a settlement 
entered; and SEC v. Alexander L. Guterma and F. L. Jacobs Co., Civil No. 143-5, 
S.D. N.Y., March 17, 1959, where ancillary to an application for injunctive relief 
for failure to comply with the reporting requirements of the Securities Exchange 
Act, receivers were appointed. 

17 These evils are enumerated in § 1(b) of the act. They were found to exist 
through a monumental study: made by the Federal Trade Commission, pursuant to 
Senate Resolution 83, 70th Cong., 2d Sess. on February 15, 1928, which extended 
over a period of nine years, and resulted in the issuance of 90 odd volumes of reports. 
Federal Trade Commission, Utility Corporations, S. Doc. No. 92, 70th Cong., Ist 
Sess. (1927). Subsequently, in the 72nd Congress, the House of Representatives 
authorized the House Committee on Interstate and Foreign Commerce to make a 
similar investigation. This resulted in the so-called “Splawn Report” consisting of 
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holding companies of electric or gas utilities are required to register™* 
and numerous provisions give the Securities and Exchange Commis- 
sion supervision over registered holding companies and their sub- 
sidiaries.'® 

Section 11, described in the Senate Report accompanying the bill 
as the “very heart” of the act,”® was designed to bring about the geo- 
graphic integration of the holding company systems and to promote 
simplification of these systems and the corporate structures therein, 
as well as the equitable distribution of voting power among different 
classes of security holders.** Subsection (a) provides for examination 
by the Commission of the various registered holding company sys- 
tems. The substantive integration and simplification standards are 
set forth in subsection (b), and the Commission was authorized 
therein, as soon as practicable after January 1, 1938, to enter orders 
setting forth the action required for compliance by each company.”* 
Subsection (c) directs compliance with section 11(b) within one 


six volumes. Report on Relation of Holding Companies to Operating Companies 
in Power and Gas Affecting Control, H.R. Rep. No. 827, 73rd Cong., 2d Sess. 
6 pts. (1933). These two reports, together with the report of the National Power 
Policy Committee, a coordinating agency subsequently appointed by the Presi- 
dent, furnished the basic data for enactment of the Holding Company Act. 
H.R. Doc. No. 137, 74th Cong., Ist Sess. 4 (1935), appended to S. Rep. No. 621, 
74th Cong., Ist Sess. (1935). 

In 1929 and 1930 twenty large holding company systems controlled 98.5 per cent 
of the transmission of electric energy across state lines. In 1932 eleven holding 
company systems controlled 80.29 per cent of the total mileage of natural gas pipe- 
lines. S. Doc. No. 92 supra, pt. 72-A at 75. 

The investors who supplied the capital for the growth of the industry were 
effectively disfranchised by the pyramiding of holdings, and by such devices as 
voting trusts, the control of proxy machinery, inter-locking directors and officers, 
management contracts, etc. Jd. pt. 72-A at 858. 

18 Section 5, 49 Stat. 812 (1935), 15 U.S.C. § 79 e (1958). 


19 See e.g., §§ 6 and 7, 49 Stat. 814-15 (1935), 15 U.S.C. §§ 79 f, g (1958), as to 
issue and sale of securities, §§ 9 and 10, 49 Stat. 817-18 (1935), 15 U.S.C. $$ 79 i, j 
(1958), as to acquisitions of securities and utility assets; § 12, 49 Stat. 823 (1935), 
15 U.S.C. § 791 (1958), as to payments of dividends, solicitation of proxies, inter- 
company loans and other intercompany transactions; section 13, 49 Stat. 825 (1935), 
15 U.S.C. § 79m (1958), as to service, sales and construction contracts, and § 15, 
49 Stat. 829 (1935), 15 U.S.C. § 790 (1958), as to accounting practices. 


20 See North American Company v. SEC, 327 U.S. 686, 704 n. 14 (1946), where 
this was quoted from S. Rep. No. 621, 74th Cong., Ist Sess. 11 (1935). 

21 Sections 11 (b) and 11 (c) of the act, 49 Stat. 804 (1935), 15 U.S.C. § 79 a (c) 
(1958). 

22 The expectations of Congress that compliance would begin promptly were not 
realized. The Holding Company Act became the law on August 26, 1935. Within 
a few months after passage of the act, a total of 58 suits were brought challenging 
the act as unconstitutional and until March 28, 1938, when the Supreme 
rendered its decision in Electric Bond & Share Company v. SEC, 303 U. S 419 (1938), 
over one-third of the holding companies subject to the act refused to register. There- 
after, the Commission requested all registered holding companies to submit ten- 
tative plans for compliance with § 11. However, the major companies’ proposals 
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year but authorizes the Commission to extend the time for compli- 
ance.* Subsection (d), which has been used with respect to only 
one system,” authorizes the Commission to apply for court enforce- 
ment of any order issued under subsection (b); in any proceeding 
under this subsection the court is authorized to appoint a trustee 
(which could be the Commission) and to authorize the trustee to 
dispose of assets “in accordance with a fair and equitable reorgani- 
zation plan which shall have been approved by the Commission after 
opportunity for hearing. ” A plan under that subsection could be 
proposed in the first instance by the Commission or by any person 
having a bona fide interest in the reorganization, subject to Commis- 
sion rules. 


Subsection (e) of section 11, which has governed almost all 
reorganization plans under the act, provides for submission of plans 
to effect compliance with the standards of subsection (b) by regis- 
tered holding companies or their subsidiaries.** It provides: 


patently did not meet the requirements of the act and the Commission in the latter 
part of 1940 and early 1941 instituted proceedings with respect to 14 major systems 
under § 11 (b) (1) or 11 (b) (2) or both. The major work of the Commission 
under the Holding Company Act has been in connection with the § 11 program. At 
one time or another 2,385 companies have been subject to the act as registered 
holding companies or subsidiaries thereof from June 15, 1938 to June 30, 1958. A 
total of 922 companies with assets of more than 13 billion dollars (as at their 
respective dates of divestment) have been divested from holding company systems 
and are no longer subject to the Commission’s jurisdiction. 24 SEC Ann. Rep. 110 
(1958). 

A number of § 11 (b) problems remain unresolved. Jd. at 109-10. Hearings 
are currently being held with respect to a § 11 (e) plan of Cities Service Co. 

23 The extension contemplated in the statute is up to one additional year, but it 
has been held that this was not intended to require Commission enforcement action, 
“relentlessly at the end of a two-year period” where this would be contrary to the 
public interest and that of investors. Phillips v. SEC, 185 F. 2d 746, 750 (D.C. Cir. 
1950). 

24See International Hydro-Electric System, 11 S.E.C. 888 (1942); Todd v. 
SEC, 137 F. 2d 475 (6th Cir. 1943), 139 F. 2d 700 (6th Cir. 1943) ; Ladd v. Brick- 
ley, 158 F. 2d 212 (1st Cir. 1946), cert. denied, 330 U.S. 819 (1947), rehearing 
denied, 330 U.S. 855 (1947); International Hydro-Electric System, 30 S.E.C. 631 
(1949) ; Protective Committee vy. SEC, 184 F. 2d 646 (2d Cir. 1950) ; International 
Hydro- -Electric System, 32 S.E.C. 504 (1951); Re International Hydro-Electric 
System, 101 F. Supp. 222 (D. Mass 1951); International Hydro-Electric System, 
35 S.E.C. 67 (1953), 116 F. Supp. 561 (D. Mass. 1953), 208 F. 2d 800 (1st Cir. 
1953) ; International Hydro-Electric System, 36 S.E.C. 506 (1955) ; Equity Corp. v. 
Brickley, 237 F. 2d 839 (1st Cir. 1956), cert. denied, 352 U.S. 989 (1957). 


25 See Additional Views of Congressman Eicher, H.R. Rep. 1318, 74th Cong., Ist 
Sess. 50 (1935). 

“If the compulsions of the act are made sufficiently clear to convince the inter- 
locking lawyers of the holding-company bankers that it can’t be evaded or com- 
promised, the legal and economic imagination which puts _— Mays eran 
combinations together will devise many means of taking them ap 

Also see Commonwealth & Southern Corp. v. SEC, 134 F. a 747, 750-51 (3d 
Cir. 1943). 
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If, after notice and opportunity for hearing, the Commission shall 
find such plan, as submitted, or as modified, necessary to effectuate 
the provisions of subsection (b) and fair and equitable to the per- 
sons affected by such plan, the Commission shall make an order 
approving such plan; and the Commission, at the request of the 
company, may apply to a court, in accordance with the provisions 
of subsection (f) of Section 18, to enforce and carry out the terms 
and provisions of such plan. 


It also provides that in the contemplated enforcement proceeding the 
court shall make similar findings that the plan is fair and equitable 
and appropriate to effectuate the provisions of section 11.” 


Subsection (f) subjects to Commission approval, prior to its sub- 
mission to court, any reorganization plan for a registered holding 
company or subsidiary in a proceeding in a federal court where a 
trustee or receiver is appointed, whether under section 11 or other- 
wise.*” This subsection also specifically subjects to the approval of 
the Commission in any such proceeding “all fees, expenses, and 
remuneration to whomsoever paid, in connection with any reorgani- 
zation, dissolution, liquidation, bankruptcy or receivership of a regis- 
tered holding company or subsidiary thereof.” ** 


Subsection (g) of section 11 prohibits the solicitations of consents 
or proxies with respect to plans of registered holding companies 
and their subsidiaries unless the solicitations are accompanied by a 
report of the plan (or abstract thereof) made or approved by the 
Commission and otherwise in accordance with Commission regula- 
tions. 


In supervising the drastic realignment of properties and interests 
in the public utility holding company systems over the past 20 years,” 


26 Supra note 1. 


27 Among reorganizations subject to Chapter X and § 11 were Associated Gas and 
Electric Company, SEC Holding Co. Act Release No. 4958, March 24, 1944; Mid- 
land United Co., SEC Holding Co. Act Release No. 5317A, Oct. 25, 1944; Inland 
Power & Light Corp., SEC Holding Co. Act Release No. 5369, Oct. 26, 1944; Pitts- 
burgh Railways Co., SEC Holding Co. Act Release No. 9759, March 28, 1950. The 
Pittsburgh Railway reorganization, supra, note 10, illustrates an unusual situation 
where reorganization had at first been exempt from Holding Company Act provi- 
sions by rule of the Commission but ultimately the rule was amended to subject it 
to provisions of that act. See Philadelphia Co. v. SEC, 164 F. 2d 889 (D.C. Cir. 
1947), cert. denied, 333 U.S. 828 (1948); 175 F. 2d 808 (D.C. Cir. 1949), vacated 
as moot, 337 U.S. 901 (1949). 


28 Fees payable out of the estate are also subject to Commission approval under 
“the fair and equitable requirement” of § 11 (e). SEC v. Drexel & Co., 348 U.S. 
341, 347-49, (1955). 


29 Described by one author as “undoubtedly one of the greatest tasks ever attempted 
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the Commission has been confronted with many novel and difficult 
problems.*° The dismantling and reconstruction process has involved 
bitter conflicts among groups of security holders with conflicting 
claims to the same assets and among groups fighting for control of 
the surviving companies. In the resolution of contested issues as to 
conflicting rights in the distribution of assets, the Commission has 
had to break new ground, create new principles, and solve problems 
never before presented to an administrative agency or to a court. 
However, in at least one area—the prevention and resolution of con- 
flicts of interests on the part of participants in the proceeding—the 
Commission had made detailed studies** and could look for precedent 
to the practice under equity receiverships and subsequently under 
bankruptcy reorganization, particularly the standards embodied in 
the enactment of Chapter X and its administration by the courts. 


B. Chapter X of the Bankruptcy Act. 


In 1934, Congress enacted section 77B of the Bankruptcy Act for 
the reorganization of financially embarrassed corporations, in order 
to prevent on the one hand, “rigid and often wasteful” liquidation 
in bankruptcy, and on the other hand, the flourishing of the “equity 
receivership,” which had sometimes been “used as an instrument of 
fraud or covin” and which sometimes “had a tendency to intrench 
delinquency in power, and to stifle inquiry into acts of waste or 
spoliation.” *? Chapter X, enacted in 1938 as part of the Chandler 
Act to supplant section 77B, represented a careful revision thereof, 
which resulted from a study and investigation of protective and reor- 
ganization committees,** made by the SEC pursuant to direction 


by . administrative agency.” CLEMENS, EconoMIcs AND Pusiic UtiLities 520 
(1950). 

30 See e.g. discussions in Blair-Smith and Helfenstein, 4 Death Sentence or a New 
Lease on Life, 94 U. Pa. L. Rev. 148 (1946); Brundney, The Investment-Value 
Doctrine and Corporate Readjustments, 72 Harv. L. Rev. 645 (1959). 

31 See note 33 infra. 


32 Duparquet, Huot & Moneuse Co. v. Evans, 297 U.S. 216, 219 (1936). See also 
SEC v. U.S. Realty Co., 310 U.S. 434, 448 (1940). 

383 SEC, REPort ON THE STUDY AND INVESTIGATION OF THE WorK, ACTIVITIES, PER- 
SONNEL AND FUNCTIONS OF PROTECTIVE AND REORGANIZATION COMMITTEES ‘(1934- 
1940), referred to herein as. the “Protective Committee Study”. The titles of these 
volumes indicate their scope: 

Part I. Strategy and Techniques of Protective and Reorganization Com- 
mittees (1937). 

Part II. Committees and Conflicts of Interests (1937). 

Part III. Committees for the Holders of Real Estate Bonds (1936). 

Part IV. Committees for the Holders of Municipal and Quasi-Municipal 
Obligations (1936). 








al 
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contained in the Securities Exchange Act of 1934,** and from the 
investigation of a Special Senate Committee to Investigate Receiver- 
ship and Bankruptcy Proceedings.** The Protective Committee study 
revealed numerous abuses recurring in reorganizations under equity 
receiverships and under section 77B. 

Accordingly, Chapter X provides numerous protections for inves- 
tors against the evils that pervaded earlier reorganizations, including 
the participation as a party by the SEC in many cases, at the request 
or with the consent of the court.** Where the liabilities are more than 


Part V. Protective Committees and Agencies for Holders of Defaulted 
Governmental Bonds (1937). 

Part VI. Trustees under Indentures (1936). 

Part VII. Management Plans Without Aid of Committees (1938). 

Part VIII. A Summary of the Law Pertaining to Equity and Bankruptcy Re- 
organizations and of the Commission’s Conclusions and Recom- 
mendations (1940). 

34 48 Stat. 881, 909 (1934). 


35 S. Doc. No. 268, 74th Cong., 2d Sess. (1936). See Report of Select Committee of 
the House of Representatives to Investigate Real Estate Bondholders’ Reorganizations 
in S. Rep. No, 1976, 75th Cong., 3d Sess. 20 (1938). See Hearings before the Com- 
mittee on Judiciary on H. R. 8046, 75th Cong., Ist Sess. (1937); Hearings before 
a Subcommittee of the Senate Committee on the Judiciary on H. R. 8046, 75th Cong., 
2nd Sess. (1937) ; H.R. Rep. No. 1409, 75th Cong., Ist Sess. (1937) ; S. Rep. No. 1916, 
75th Cong., 3rd Sess. (1938). See Dodd, The Securities and Exchange Commission’s 
Reform Program for Bankruptcy Reorganisations, 38 Cotum. L. Rev. 223 (1938) ; 
Swaine, “Democratization” of Corporate Reorganizations, 38 Corum. L. Rev. 256 
(1938) ; Heuston, Corporate Reorganizations under the Chandler Act, 38 CoLtum. 
L. Rev. 1199 (1938); Teton, Reorganization Revised, 48 Yate L. J. 573 (1939); 
Gerdes, Corporate Reorganizations: Changes Effected by Chapter X of the Bank- 
ruptcy Act, 52 Harv. L. Rev. 1 (1938); Rostow and Cutler, Competing Systems f 


Corporate Reorganization: Chapters X and XI of the Bankruptcy Act, 48 Yate L. 
1334 (1939). 


36 These are generally summarized in SEC vy. U.S. Realty Co., supra note 32, 310 
U.S. at 445-50, 

87 Section 208. In 24 SEC Ann. REP. supra note 22, 133-34 it was noted: 

The Commission has not considered it necessary or appropriate that it par- 
ticipate in every Chapter X case. Apart from the fact that the administrative 
burden of participating in every one of the over 80 cases instituted during the 
fiscal year would be unsurmountable with out present staff, many of the cases 
involve only trade or bank creditors and a few stockholders. As a general 
matter, the Commission has sought to participate principally in those proceed- 
ings in which a substantial public investor interest is involved. This is not the 
only criterion, however, and in some cases involving only limited public investor 
interest, the Commission has participated because an unfair plan had been or 
was about to be proposed, the public security holders were not adequately 4 
represented, the reorganization proceedings were being conducted in violation of § 
important provisions of the Act, other facts indicated that the Commisson 
could perform a useful service or the judge requested the Commission to 
participate. 

The Commission’s participation is for the most part conducted through staff mem- 
bers in the New York, Chicago, and San Francisco regional offices of the Com- 
mission and in the Division of Corporate Regulation of the Washington office, which 
division supervises the Chapter X activities of the regional offices. The Division of 
Corporate Regulation is the same division that assists the Commission in its adminis- 
tration of the Holding Company Act and is the successor to the former Public 
Utility Division. Prior to 1949, however, and during the period that many reorganiza- 
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$250,000, Chapter X requires the appointment of a disinterested 
trustee who serves as the “focal point” of the reorganization.** He 
operates the business® and receives suggestions for and prepares plans 
of reorganization.*° He has broad powers of investigation in order 
to explore possible causes of action against persons who may have 
been responsible for the debtor’s financial condition and to determine 
whether reorganization might be feasible.*t A report of the trustee’s 
examination and study of the debtor’s financial history and manage- 
ment is sent to all security holders with notice that they may within 
a specified time submit to him suggestions and proposals for a plan 
of reorganization.** The statute specifies in detail the requirements 
of a plan and the type of provisions that may be included therein.“ 
Where the liabilities of the debtor exceed three million dollars, if 
the judge finds the plan presented “worthy of consideration,” he 
must refer it to the SEC for an advisory report, whether or not the 
SEC is a party to the proceeding, and he may do so in other cases.** 
Thereafter the judge must approve the plan before submitting it to 
security holders for their vote, at which time it is accompanied by 
the report of the Commission or a summary thereof and the judge’s 
opinion, so that an informed vote may be possible.** After the requisite 
acceptances* the judge must confirm the plan if, among other things, 
he finds it is “fair and equitable and feasible;” that its proposals and 
acceptances were “in good faith” and not made or procured by 
tion plans under § 11 were under consideration, the Chapter X functions were under 
the supervision of the Corporate Finance Division. This division in 1942 had suc- 


ceeded to these functions upon the abolition of the Reorganization Division, which 
had originally been set up solely to handle Chapter X problems. 
38 H.R. Rep. No. 409, 75th Cong., Ist Sess. 43 (1937). 
39 Section 189, 52 Stat. 892 (1938), 11 U.S.C. § 589 (1958). 
40 Sections 167(6), 169, 52 Stat. 890 (1938), 11 U.S.C. §§ 567(6), 569 (1958). 
41 Section 167(1)—(4), 52 Stat. 890 (1938), 11 U.S.C. § 567 (1), (2), (3), and 
(4) (1958). 
42 Section 167 (5), (6), 52 Stat. 890 (1938), 11 U.S.C. § 567 (5)(6) (1958). 
43 Section 216, 52 Stat. 895 (1938), 11 U.S.C. § 616 (1958). 
44 Section 172, 52 Stat. 890 (1938), 11 U.S.C. § 572 (1958). In 24 SEC Ann. Rep. 
141 (1958), the Commission reported to Congress that: 
Since 1938 the Commission has issued 38 advisory reports and 36 supplemental 
advisory reports. . . . Generally speaking, an advisory report is prepared only 
in a case involving a large public investor interest and in which significant 
problems exist. However, there have been occasions where even though a 
case is of significant size and importance, because of the exigencies of time or 
for other reasons, no written report has been filed but instead, Commssion 
counsel has made a detailed oral presentation of the Commission’s views and 
the reasons therefor. Cutomarily, in the smaller cases the Commission’s views 
are presented orally by counsel. 
45 Section 175, 52 Stat. 891 (1938), 11 U.S.C. § 572 (1958). 
46 See note 13 supra. 
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promises forbidden by the act; that all payments made in connection 
with the reorganization have been disclosed and are reasonable; and 
that the “identity, qualifications, and affiliations of the persons who 
are to be directors or officers or voting trustees” are fully disclosed 
and their appointment is found to be “equitable, compatible with the 
interests of the creditors and stockholders and consistent with public 
policy.” 47 

A large measure of control is expressly given to the court over all 
aspects of the reorganization. This includes, inter alia, supervision 
of security holders’ representatives and fixing the compensation of 
participants.*® 


Within the statutory contexts discussed above we shall analyze the 
(1) undivided loyalty required of representatives before they are per- 
mitted to serve in such capacity and (2) conflicts or abuses of fidu- 
ciary duties arising during the reorganization proceeding and the 
sanctions pertaining thereto. 

Initially, however, it is well to note that the problem of conflicts 
of interest in reorganizations is a specialized aspect of the ancient 
equitable principle that no man shall serve two masters. Although 
there are cases where a single individual purports to represent differ- 
ent security holders whose interests actually conflict,** generally the 
problem is more subtle and involves questions as to the existence and 
nature of fiduciary relationships in various situations and of the 
sufficient possibility of self-interest, contrary to the interests of the 
cestuis, to justify penalties comparable to those traditionally imposed 
upon faithless trustees.°° Where an actual conflict of interest is found 
to exist, there is no need to prove fraud, mismanagement or negli- 
gence. As noted in the leading case of Woods v. City National Bank 
and Trust Co.:** 


The bankruptcy court need not speculate as to whether the result 
of the conflict was to delay action where speed was essential, to 
close the record of past transactions where publicity and investiga- 
tion were needed, to compromise claims by inattention where vigi- 


47 Section 221, 52 Stat. 897 (1938), 11 U.S.C. § 621 (1958). 

48 See e.g., §§ 163, 165, 209, 212, 241-43, 52 Stat. 889, 895, 900 (1938), 11 U.S.C. 
§§ 563, 565, 609, 612, 641-43 (1958). 

49 See e.g., Silbiger v. Prudence Bonds Corp., 180 F. 2d 917 (2d Cir. 1950), cert. 
denied, 340 U.S. 813 (1950). 

50 See Restatement Trusts, §§ 197-226, (1935). 

51 312 U.S. 262, 268 (1941). 
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lant assertion was necessary, or otherwise to dilute the undivided 
loyalty owed to those whom the claimant purported to represent. 


Although penalties for acting in a position where there are conflicts of 
interest undoubtedly have a deterrent effect, it is normally far better, 
from the standpoint of the participants and the security holders 
represented, if the possibility of conflict of interests can be foreseen 
and eliminated, and the discussion immediately following deals with 
prophylatic steps in this area that have been or might be taken. 


III. RequirEMENTs oF Unpivipep LoyaALty For PERSONS 
ProposiNG TO REPRESENT SEcuRITY HoLpers 


Provisions applicable in advance to persons proposing to represent 
others in a reorganization relate primarily to Chapter X trustees, to 
committees representing public security holders, to indenture trustees, 
and to attorneys. The inside information accessible to participants, 
and their strategic position and influence over the course and timing 
of events in the reorganization, highlight the need for strict con- 
formity to high fiduciary standards. 


A. Chapter X Trustees and Their Attorneys. 


As we have already noted, under Chapter X the trustee has the 
primary responsibility for the operation of the debtor’s business, the 
examination of its past record, the evaluation of the ability and fidelity 
of its management, and the effectuation of a plan of reorganization. 
The success of the reorganization depends largely upon the thor- 
oughness, skill and loyalty with which he performs his duty.°? What 
is true of the trustee also pertains largely to the trustee’s attorney.™ 
The requirement that the trustee, vested with such responsibilities, be 
disinterested was in recognition of undesirable practices employed 
by entrenched interests to perpetuate or secure control of the reor- 
ganization proceeding, which practices prevailed in equity receiver- 
ship and section 77B proceedings.** Owing to the nature of the 


52 At hearings leading to the enactment of Chapter X, Commissioner (now Justice) 
Douglas stated the Commission’s view that, “. . . an independent trustee is the key to 
real reform. In comparison the other reasons are secondary.” Hearings on H. R. 639 
Before the House Committee on the Judiciary, 75th Cong., 1st Sess. 177 (1937). 

53 Id. at 164. 

54 H.R. Rep, No. 1409, 75th Cong., Ist Sess. 37-38 (1937); S. Rep. No. 1916, 75th 
Cong., 3d Sess. 21 (1938). : 

The use of “friendly” receivers, consisting of officers, directors, stockholders or 
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duties performed by a trustee under Chapter X, the concept of 
disinterestedness is more extensive in its implications than what is 
often thought of as a conflict of interest and, accordingly, an exam- 
ination into a broad area of the contemplated trustee’s past as well 
as present relationships is warranted. 


Under section 156 of Chapter X, upon the approval of the reor- 
ganization petition for any corporation with liquidated liabilities of 
over $250,000 the judge shall appoint “one or more trustees,” * who 
must be “disinterested” and “competent” to perform their duties. 
The trustee’s attorney must also be disinterested, except that a non- 
disinterested attorney may be employed with the approval of the 
judge for a specified purpose other than to represent the trustee in 
conducting the reorganization proceeding.* 


In addition to the “disinterested” trustee, the judge may also 
appoint, as an “additional” trustee, a “director, officer or employee 
of the debtor”, solely for the operation of the business or manage- 
ment of the debtor’s property.** But even in that capacity the ap- 
pointment of such a trustee is to be discouraged, if other satisfactory 
means of operating the business are obtainable. An “additional” 


creditors had grown, despite court admonitions respecting the necessity for impartiality 
of disinterestedness. See ¢.g., Harkin v. Brundage, 276 U.S. 36, 55 (1928), where 
Chief Justice Taft asserted that, “The receiver is an officer of the court and should 
be as free from ‘friendliness’ to a party as should the court itself.” And see Atkins v. 
Wabash St. L. and P. Ry Co., 29 Fed. 161 (C.C. Ill. 1886), Finance Co. of Pa. v. 
Charleston, C. & C. R.R., 45 Fed. 436 (C.C.D. S.C. 1891). Under section 77B 
however, the debtor could be permitted to be continued in possession, and where 
trustees were appointed, it was assumed they might be “friendly.” See e.g., In re 
King’s Brewery, Inc., BANKR. L. Rep. { 3116. (E.D.N.Y. 1934). See also 1 Gennes, 
CorPORATE REORGANIZATIONS 531 (1936). 


55 The question of the number of trustees has been litigated in In re Solar Mfg. Co., 
190 F. 2d 273, 274 (3d Cir. 1951). 


56 The requirement of “competence” is contained in § 45 of the Bankruptcy Act 
52 Stat. 860 (1938), 11 U.S.C. § 72 (1952), which is specifically made applicable by 
section 156, 52 Stat. 888 (1938), 11 U.S.C. § 556 (1958). 


57 Section 156. Fees for such an attorney were involved in Brown v. Gerdes, 321 
U.S. 178 (1944). See In re Reynolds Investing Co., 130 F.2d 60, 61 (3 Cir. 1942). 


58 Sections 156 and 189, 52 Stat. 888, 892 (1938), 11 U.S.C. $§ 556, 589 (1958). 


59 See In re Ocean City Auto. Bridge Co., 184 F. 2d 726, (3d Cir. 1950), where 
the court held that, in a comparatively “simple” operation, there could be no finding 
that the disinterested trustee was unable to employ other competent persons “to 
manage and operate the debtor’s business”—a prerequisite to the appointment of an 
additional trustee. Also see 4 Recorp or N.Y.C.B.A. 62-63 (1949), wherein the 
Committee on Bankruptcy and Corporate Reorganzation recommended the repeal 
of the last sentence of section 156 which pertains to the appointment of additional 
trustees. As the Committee Report stated, at page 63: 

Although, as stated, the powers of the additional trustee are limited by 
Section 189 of the Act, the very use of the word “trustee” is misleading i in that 
it is calculated to create the impression among laymen that he is on a par with 
the court’s disinterested appointee. In many cases, therefore, after the appoint- 
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trustee, moreover, must be disinterested, except for his position as 
a “director, officer or employee of the debtor.” © 

Section 158 specifies a trustee or his attorney should not be deemed 
disinterested if he is “a creditor or stockholder of the debtor’, if he 
is an underwriter of outstanding securities of the debtor or was an 
underwriter of any of the debtor’s securities for five years past, if 
within the preceding two years he has been a director, officer, em- 
ployee or attorney of the debtor or its underwriter, or if “it appears 
that he has, by reason of any other direct or indirect relationship to, 
connection with, or interest in the debtor or such underwriter, or 
for any reason, an interest materially adverse to the interests of any 
class of creditors or stockholders.” ®* ‘The last quoted language, con- 
tained in subdivision (4), has been characterized as the “catch-all” 
provision. 


Unlike section 249,* to be discussed infra, section 158 does not 
refer to a “beneficial interest, direct or indirect” with respect to the 
ownership of stock in, or claims against, the debtor. Thus, the lan- 
guage of section 158 does not expressly cover the possibility of 
ownership by the prospective trustee of stock in, or claims against, 
a subsidiary of a debtor, or ownership by members of the immediate 
family of the trustee. Apparently, these and other like situations fall 
under the “catch-all” provision. Moreover, in contrast to section 
249, which deals with allowances at the conclusion of the proceedings 
and which establishes a blanket rule disallowing fees to fiduciaries 
who have traded in the debtor’s securities, section 158(4) speaks in 
terms of an interest “materially adverse.” We do not believe however, 
that the word “materially” was intended to permit a district judge to 


ment of a director, officer, or employee as an additional trustee, the court finds 
it necessary either to remove him or request his resignation. Either action 
results in a stigma which may be unjustified. At best, it is unnecessary to 
preserve the office of additional trustee because his services can be continued 
by his employment, with court approval, as an executive assistant or adviser, 
by the independent trustee or trustees. 

60 Jn re Ocean City Auto Bridge Co., supra note 59, at 728. Meredith v. Thralls, 144 
F. 2d 473 (2d Cir. 1944), cert. denied, 323 U.S. 758 (1944). In the latter case, 
however, it was suggested that the exception for a director, officer or employee might 
be broad enough to encompass a stockholder as well, “since directors usually do own 
some stock.” Jd. at 474. This suggestion was rejected in the Ocean City Auto. Bridge 
Co. case, 184 F. 2d at 729. 

60a 52 Stat. 888 (1938), 11 U.S.C. § 558 (1958). 

6118 N.Y.U. L. Rev. 399-436 (1941). 


61a 52 Stat. 901 (1938), 11 U.S.C. § 649 (1958). 
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“speculate . . . as to the result of a conflict.”*? As one court has 
observed: “The trustee must be divested of any scintilla of personal 
interest which might be reflected in his decision concerning estate 
matters.” * Any conflict that might possibly be foreseen should be 
avoided at the outset of the proceeding to assure impartiality through- 
out the proceeding and to eliminate the possibility that persons who 
otherwise might contribute time and effort to the proceeding will be 
deprived of compensation or otherwise penalized. 

This is consistent with the holdings in the few reported cases. 
In In re Ocean City Automobile Bridge Co.,* the fact that a wife 
owned stocks and bonds of the debtor was held, inter alia, to con- 
stitute grounds for disqualification. In Meredith v. Thralls® the fact 
of employment by a parent of the debtor and of a corporation doing 
business with the debtor was a ground for disqualification for lack 
of disinterestedness. 

The problem of the potential appointee who is currently or was 
previously engaged or employed by a creditor or stockholder of the 
debtor may to some extent be resolved by relying upon a rule of 
thumb distinguishing between executives and employees. Clearly, if 
the individual is or has been an executive of a creditor or stockholder, 
he should not be permitted to serve as trustee, particularly if he was 
serving in that capacity when the corporation became a creditor 
or stockholder of the debtor. But no employee, even if he has never 
been an executive, should be allowed to serve concurrently as trustee 
and maintain his other employment. 


Another problem arises when a partner in a large law firm is 
appointed trustee or counsel, It would appear consistent with the 
policy expressed above to undertake an examination into the law 
firm’s relationships, if any, with creditors, stockholders,** or com- 
petitors of the debtor. If such exist, then there would seem to be 


62 Cf. Woods v. City National Bank & Trust Co., 312 U.S. 262, 268 (1941), where 
the above language was used in connection with the denial of a fee. A fortiori it 
should apply before services have been rendered. 

63 In re Realty Associates Sec. Corp., 56 F. Supp. 1007 (E.D.N.Y. 1944). 

64 Supra note 59. 

65 Supra note 60. 


66 See In re Chicago Rapid Transit Company, 93 F.2d 832 (7th Cir. 1937), which 
involved a law firm that, until a short time prior to the petition, had represented a 
creditor and major stockholder of the debtor. It was held that this firm was dis- 
qualified to act as attorney for the trustee on the ground of a conflict of interest. 
Although this case involved a reorganization under section 77B, 48 Stat. 912 (1934), 
as amended, 11 U.S.C. § 207 (1958), its holding is fully consistent with the legislative 
policy expressed in section 158(4), 52 Stat. 888 (1938), 11 U.S.C. § 558 (1958). 
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sufficient ground to question the disinterestedness of the partner 
appointed trustee or counsel even if he, in fact, did not have personal 
knowledge of the relationship. Where a large corporate debtor is 
involved, it will be argued that the application of this prophylactic 
standard will disqualify partners from virtually every major law firm 
in the area,® and, as a result, will deprive the debtor of the services 
of many highly qualified attorneys. In addition to the fact that the 
experience in corporate reorganizations has not revealed any shortage 
of competent disinterested persons to serve as trustees, acquiescence 


in the premise of this argument would tend to defeat the criterion 
of disinterestedness. 


The reason why there are few reported decisions in this area may 
well be due to the Commission’s policy of conferring first with the 
person involved, or with him and the judge, in an effort to avoid 
embarrassment and obtain a voluntary resignation of the trustee or 
counsel where they do not appear to meet the standards of disinter- 
estedness. —The Commission nevertheless is sometimes compelled to 
petition the court for removal of a trustee or his counsel. In a recent 
case,®* a resignation occurred only after hearings upon the Commis- 


sion’s petition for removal of the trustee’s counsel on the grounds that 
he actively collaborated with the attorney for the debtor both before 
and during the hearings pertaining to the involuntary petition and 
that two of the three petitioning creditors were referred by the attor- 


ney for the debtor to the lawyer later appointed counsel to the 
trustee. 


The timing of the hearing on the trustee’s qualifications is set 
forth in sections 161 and 162 of Chapter X.® Not less than thirty 
nor more than sixty days after the approval of a petition, a hearing 
is held upon notice to all security holders, indenture trustees, the 
Securities and Exchange Commission and others, at which time ob- 
jection may be made to the retention in office of a trustee upon the 
ground that he is not disinterested or otherwise qualified. The sub- 
stantial time which elapses prior to the hearing has sometimes given 
rise to problems, particularly when a voluntary reorganization petition 


67 This argument was raised by the attorney whose “distinterestedness” was subject 
to scrutiny by virtue of his law firm’s association with several of the debtor’s creditors. 
See note 66 supra. 

68 In the Matter of F. L. Jacobs Co., No. 42,235, E. D. Mich., May 4, 1959. The 
trustee’s counsel resigned on May 20, 1959. 

69 52 Stat. 889 (1938), 11 U.S.C. §§ 561, 562 (1958). 
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is filed. The concept of an independent trustee was an innovation 
in the bankruptcy area, since in traditional bankruptcy proceedings 
the creditors elect the trustee.” In districts where Chapter X pro- 
ceedings are uncommon, as a matter of practice when a voluntary 
petition is filed the corporation’s representatives may be called upon 
by the judge to discuss possible trustees. Rarely are the other parties™ 
or the Commission™ consulted. Therefore, it is often the very people 
who will be the subject of an investigation by the trustee and also 
possible defendants in actions for misuse of corporate control who 


may be influential in initially securing the appointment of a particular 
trustee. 


At the time of the statutory hearing there is sometimes an under- 
standable reluctance of the judge to reconsider his original determina- 
tion. Objectors must overcome, moreover, the propensity and ability 
of the trustee to entrench himself. Also, parties may refrain from 
appealing from the court’s determination, since it is often difficult to 
foresee how the appointment will directly affect them. 

The main argument for the present procedure is that it secures the 
“prompt appointment” ™* of a trustee and insures that the “reorgani- 


70 Section 2(17), 52 Stat. 843 (1938), 11 U.S.C. § 11(a) 17 (1958). 
716 Cottier, BANKRUPTCY, 1985-86, (14th ed. 1947). 


72 The Commission, as a matter of policy, has refrained from specifically recom- 
mending any individual to serve as trustee or counsel. This is true even under 
section 29(b) of the Investment Company Act of 1940, 54 Stat. 836 (1940), 11 U.S.C. 
§ 72(a) (1958), which provides that the court may not appoint a trustee for a 
bankrupt face-amount certificate company without first notifying the Commission and 
giving it an opportunity to be heard. 


73 In answer to objections filed recently by the Commisson to the retention of an 
attorney for the trustees in the reorganization proceedings of In the Matter of F. L. 
Jacobs Co., supra note 68, the attorney argued: : 

he entered upon the performance of the manifold and complex duties 
incumbent upon him as attorney for the Trustees in this proceeding, and had 
devoted almost all of his time to carrying out his dutes as such attorney. In 
addition, Respondent has been assisted by three of his associates, who have 
likewise spent a substantial portion of their time on matters relating to this pro- 
ceeding. Respondent has, in the period since his appointment, familiarized him- 
self with the problems involved in this proceeding, has made extensive investi- 
gations which are still in progress, and the facts surrounding the many transac- 
tions of the Debtor still in question; has intervened in Civil and Criminal pro- 
ceedings which were instituted prior to this proceeding, in which the Debtor is 
named as a party; has developed an organization within his office to carry on 
his work as attorney effectively and expeditiously, and has further established 
a close working relationship with the Trustees. 

. . . it is respectfully submitted that, however many competent attorneys 
could have been appointed in the first instance to act as counsel to the Trustees, 
in view of the time that has elapsed and the work which has been done by 
Respondent and his associates, it would not be in the best interests of the 
creditors and stockholders of the Debtor to remove Respondent and appoint 
other counsel. 


746 Cottier, BANKRUPTCY 1986 (14th ed. 1947). 
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zation proceedings get underway.” * It is difficult, however, to trans- 
fer from the disqualified trustee to his successor the experience and 
knowledge of the debtor already gained. Accordingly the elimination 
of the non-disinterested trustee may result in delay and expense to 
the estate which could have been obviated had more careful selection 
originally been made. Section 162 provides however, that upon appli- 
cation at any time other than at the section 161 hearing, the judge may 
hear objections to the retention of the trustee and the judge is em- 
powered by section 160 to remove a trustee “without or upon cause 
shown.” ** The rules of some district courts provide a further an- 
swer.”” They provide that when the trustee files his bond to qualify 
he must also submit an affidavit setting forth in some detail facts 
showing compliance with section 158. In addition to calling the 
trustee’s attention to the specific requirements of the statute, it tends 
to alert him and others to additional possible questions of conflicts of 
interest. The affidavit provides information which the staff of the 
Commission or other interested persons can utilize in order to make 
further inquiries if deemed appropriate. These inquiries may be 
satisfied by supplemental affidavits. The merits in this procedure are 
that (1) it provides an informal method of inducing a non-disinter- 
ested person not to attempt to qualify, or if already serving as trustee, 
to resign as soon as possible, (2) it establishes a record as a basis for 
a motion to remove the trustee prior to the section 161 hearing, and 
(3) it can obviate the need for a detailed hearing with respect to the 
trustee’s disinterestedness. 

It has also been suggested with considerable merit that in order to 
avoid ill-advised selections or patronage dispensations, judges in a 
given district might create a panel of qualified persons from which 
trustees would be selected.** In addition to other qualifications, there 
might be less likelihood that such persons have associations with 
persons interested in the reorganization.” Some judges have requested 

75 Ibid. Collier rejects the suggestion that § 156 which requires appointment of a 
trustee “upon the approval of a petition” may be interpreted as permitting a delay 


in that appointment until the time of the hearing provided under § 161. It would 
appear that Collier’s interpretation of § 156 is consistent with the legislative history. 

76 52 Stat. 888-889 (1938), as amended, 11 U.S.C. §§ 560-62 (1958). 

77S. & E.D. N.Y. Banxruptcy R. X-8; D.N.J. Bankruptcy R. X-7 (attorneys 
for trustee) and X-21 (trustees) ; D. Conn. BANKRUuPpTcy R. 26, 27. 

78 See Teton, Reorganization Revised, 48 YA.e L. J. 573, 576 (1939). 

79 Such procedure, however, may be contrary to General Order in Bankruptcy 
No. 14, which provides : “No official trustee shall be appointed by the court, nor any 


general trustee to act in classes of cases.” See 6 CoLLier, BANKRUPTCY 1990, (14th ed. 
1947). 
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the Commission’s regional office to investigate the qualifications and 
disinterestedness of possible appointees. There is no specific authori- 
zation therefor in the statute, however, and the Commission has 
traditionally refused to express an opinion as to the competence of 
the trustee, even though his “qualifications,” as well as his disinter- 
estedness, must be considered under section 156.*° 


B. The Holding Company Management. 


Under the Holding Company Act many of the functions of a 
reorganization trustee are performed by the management, as to 
whose members there is no preliminary examination comparable to 
the section 161 hearing under Chapter X. It should be noted, how- 
ever, that section 17(c)* of the Holding Company Act, enacted in 
recognition of undue influence of financial interests in public utility 
systems,** precludes individuals having financial connections with 
banks, trust companies, and investment bankers from serving as offi- 
cers or directors of public utility holding companies and their sub- 
sidiaries, “except in such cases as rules and regulations prescribed by 
the Commission may permit as not adversely affecting the public 
interest or the interest of investors or consumers.” ** Pursuant to 
this section, the Commission promulgated rule 70% which provides 


80 See note 56 supra. 


81 A trustee was appointed in the single proceeding that has been brought pursuant 
to section 11(d). See supra note 60. He achieved a substantial settlement of an action 
brought against the parent corporation, Ladd v. Brickley, 158 F.2d 212 (1st Cir. 1946). 

In an application for court enforcement of a plan pursuant to section 11(e), the 
court a jurisdiction to appoint a trustee but no such relief has been sought or 
granted. 


82 49 Stat. 831 (1935), as amended, 15 U.S.C. § 79q(c), (1958). 


83 The report of the Federal Trade Commission which Congress had before it 
when it enacted the statute states: 

. almost every important holding-company group has more or less close 
business relations with certain investment bankers. . . . Professional manage- 
ment apparently often gives greater attention to the counsel of bankers than 
to the interests of widely scattered stockholders who are the equitable owners 
of the company so managed. FTC Summary Rep., Pursuant To S. Res. 83, 70th 
Cong., Ist Sess. (1935), S. Doc. No. 92, pt. 72-A, ‘at 75-76 (1935). 

In the course of debate, Representative (now Speaker) Rayburn stated: “And 
then the banking houses control the holding companies which control the operat- 
ing companies.’ 

79 Conn REc. "10318 (1935). 

84 Supra note 82. 

8517 C.F.R. § 250.70 (1949), as amended, 17 C.F.R. § 250.70 (Supp. 1959). Para- 
graph (a) of rule 70 specifies the types of financial connections which are exempt 
from § 17(c) of the statute. 49 Stat. 831 (1935), as amended, 15 U.S.C. $ 79q (1958). 
These include substantial security holdings in the registered holding company or its 
subsidiary, full time company employees, those having connections with certain types 
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generally that no registered holding company may have as many 
as one-half of its directors with financial connections within the scope 
of section 17(c)** and the company may not sell securities to, or 
enter underwriting agreements with, financial institutions in which 
one of the company’s officers or directors has a financial connection,** 
nor may such directors and officers trade in the securities of the 
system.** This provision undoubtedly had a beneficial effect in elim- 
inating from management certain persons who might have had a 
loyalty to others than the corporation in section 11 reorganizations. 
Moreover, under section 17(a)*® of the act, all officers and directors 
of a registered holding company must file a statement of their hold- 
ings in its securities or those of its subsidiaries and under section 
17(b)* are liable for any profit made in transactions in such securities 
within a six month period. 

Unlike corporations in Chapter X proceedings, companies reor- 
ganized under section 11 have for the most part been solvent, and 
hence, despite the general findings by Congress of evils which had 
often been perpetrated by holding company managements (including 
unfair distribution of voting power), there might be greater reason 


for the elected management initially to propose plans of reorganiza- 
tion. Sanctions for subsequent conflicts of interest are available.” 
Moreover, the management necessarily works closely with the Com- 
mission’s Division of Corporate Regulation, which, to some extent, 
plays a role analogous to the Chapter X trustee. Of course, the 
Commission has internal codes of personal conduct which assure the 
integrity of its staff in section 11 proceedings.** 


of small commercial banks, persons authorized by the Federal Power Commission. 
Paragraph (b), discussed in the text, places certain limitations on these exemptions. 
See note 86, infra. 

86 Under certain specified conditions, holding companies which are public utilities 
may have as many as two-thirds of their directors with financial connections within the 
meaning of section 17(c). 

87 Rule 70(b) (2), 17 C.F.R. § 250.70(b) (2) (1949), as amended, 17 C.F.R. 
§ 17(b) (2) (Supp. 1959), also provides, however, that a registered holding company 
or its subsidiary may sell its securities to a commercial banking institution if all 
individuals having financial connections with that institution and also serving as 
officers and directors of such company are full time employees and where the 
commercial bank in question meets other specified conditions. See rule 70(a) (3), 
(a) (4) (C) & (D) supra note 85. 

88 Rule 70(b) (3), 17 C.F.R. § 250.70(b) (3) (1949). 

89 49 Stat. 830 (1935), as amended, 15 U.S.C. § 79q(a) (1958). 

90 49 Stat. 830 (1935), as amended, 15 U.S.C. § 79q(b) (1958). 

91 See SEC v. Chenery Corp., 332 U.S. 194 (1947) and discussion thereof, infra. 


92 Section 701.05 G of the Conduct Regulations of the Securities and Exchange 
Commission, 17 C.F.R. § 203.3(g) (Supp. 1959), states: 
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C. Committees. 


In reorganizations under section 11 of the Holding Company Act 
and Chapter X, committees play a vital role.®* Section 209 of Chapter 
X specifically authorizes “any creditor or stockholder” to appear by 
a “duly authorized . . . committee.” * Committee representation is 


also encouraged in reorganizations under section 11 of the Holding 
Company Act. 


The significance of problems of conflicts of interest with respect 
to committees in reorganization proceedings is attested to by the fact 
that the Commission’s Protective Committee Study devoted an entire 


No member or employee shall purchase securities of (1) any holding company 
registration under § 5 of the Public Utility Holding Company Act of 1935, or 
any subsidiary thereof, or (2) any company if its status under such act or the 
applicability of any provision of the act to it is known by the employee to be 
under consideration. 

Section 701.05 L, 17 C.F.R. $ 203.3(1) (Supp. 1959) provides: 
Members and employees shall report every transaction in any security or com- 
modity within five business days. (Reports submitted by employees in field 
offices must be placed in the mails within five days of the date of each transac- 
tion). Other changes in holdings resulting from inheritance or from reclassifica- 
tions, gifts, stocks dividends or split-ups, for example, shall be reported promptly. 
These reports shall be prepared on the official form provided for this purpose, 
copies of which may be procured from the Branch of Personnel (Form SE-P-3, 
revised. These reports shall be transmitted to the Director of Personnel, The 
envelope should be marked “Confidential-Securities Transactions.” 

And with respect to possible conflicts of interest, section 701.06, 17 C.F.R. § 203.4 

(Supp. 1959), rule 4 provides : 
Action in Cases of Personal Interest. Any employee assigned to work on any 
application, filing, or matter of a company in which he then owns any securities 
or has any personal interest or with which he has been employed or associated 
in the past shall immediately advise the division director or other office head or 
regional administrator of the fact. Division directors, other office heads and 
regional administrators are authorized to direct the reporting employee to 
continue with the assignment in question where this appears in the interest of 
the government, taking into account (a) policy stated in rule 1 F and G, (b) 
the general desirability of avoiding situations that require a question of con- 
flict of interest to be resolved, (c) the extent the employee’s activities will be 
supervised, and (d) the difficulty of assigning the matter to some other em- 
ployee. Where the employee in question is not relieved of the assignment, his 
written report concerning the nature of his interest shall be forwarded to the 
Director of Personnel with a notation that he has been directed to continue the 
assignment together with such explanation, if any as may seem appropriate. In 
the event that a division director or other office head or regional administrator 
deems that he has, himself, such personal interest in a transaction as may raise 
a question as to his disinterestedness, he may delegate his responsibility in the 
matter to a subordinate, but in that event shall submit a brief memorandum of 
the circumstances to the Director of Personnel. (Emphasis added). 

93 Although individual security holders sometimes participate, most investors are 
not equipped “by reason of training and special knowledge, to engage in these 
activities.” Hearings before the Subcommittee of the Senate Judiciary Committee on 
H.R. 8046, 75th Cong., 2d Sess. 126 (1938). Moreover, because of the length of 
time of the typical Chapter X or section 11 reorganization, representation involves 
expenses which the individual security holder is not usually willing or able to sustain 


94 See text infra. 52 Stat. 895 (1938), 11 U.S.C. § 609 (1958). 
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volume to it.** In considerable detail it pointed to the need for com- 
mittees to provide the skill and financial resources necessary to protect 
the rights of widely scattered security holders. It spelled out the 
functions which committees can serve, such as exercising “a healthy 
surveillance over the administration of the estate,” ®* discovering assets 
of the estate in the form of claims against the former management 
and their affiliated interests” ** and acting as catalysts instrumental 
in effecting the compromises and negotiating the multitude of details 
characteristic of a reorganization. The Protective Committee Study 
emphasized the importance of committees charged with these respon- 


sibilities to remain faithful to those for whom they purport to act, 
stating: 


The committee which represents a particular class of security 
holders must have exclusive loyalty to that class. If that loyalty 
is diluted, the particular class will suffer, because the essence of 
representation in reorganization is competitive appraisal and bar- 
gaining. For the same reason, it is equally clear that no one agency, 
with few exceptions, can effectively represent all classes of security 
holders in case of a reorganization. This is true whether the agency 


be a committee, the management, or the investment bankers of the 
corporation.®® 


The Protective Committee Study found that unfortunately, com- 
mittees were often dominated by management and banking interests 
with resultant conflicts of interest. These varied from a direct con- 
flict, where the dominant management or banking interests owned 
securities of different classes and in competition with the securities 
purportedly represented by the committee, to the more subtle influ- 
ences arising from claims by the debtor against the old management 
and affiliated banking interests, causes of action for fraud and rescis- 
sion by individual security holders, and the necessity of determining 
the advisability of retaining in the reorganized debtor the existing 
management.” With respect to possible claims against the manage- 
ment the Protective Committee Study noted it was “to the self- 


95SEC, Report on THE Stupy AND INVESTIGATION OF THE WorK, ACTIVITIES, 
PERSONNEL, AND FUNCTIONS OF PROTECTIVE AND REORGANIZATION COMMITTEES pt. II 
(1937). 

96 Id. at 495. 

97 Id. at 496. 

98 Jd. at 498. 

99 Td. at 498-510. 
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interest of management . . . to exert every influence, and to resort 
to all possible strategy, to avert discovery by the beneficiary of these 
claims if they are known; or to resist enforcement or collection if 
known.” *° It was also in the interest of management to stay 
“entrenched in the business.” *°* Similarly the Protective Committee 
Study noted that investment bankers, seeking an inside interest in 
the new company in order to profit from the business patronage 
available in the form of future underwriting or otherwise, formulated 
or put through plans of reorganization which were unfair to security 
holders upon whose committees they exerted a controlling influence. 
Thus, where these groups had voting control of the debtor they 
sometimes advanced reorganization plans preserving the common stock 
position despite the absence of an underlying equity or they retained 
control through voting trust arrangements.’ Reviewing the record 
of investment-banker dominated committees, the Protective Commit- 
tee Study quoted from the Commission’s ex-Chairman, Joseph P. 
Kennedy, who had written: 


The investment banker who sponsors a protective committee 
usually justifies his conduct on the ground that he is protecting the 
investor to whom he sold securities. This is seldom, if ever, true. 

The investment banker, except in rare cases, organizes these com- 
mittees for selfish purposes, and the interests of the security holders 
are a secondary consideration at best. 

In practically every case, the bankers were motivated by a greedy 
desire to preserve or secure control, so that they might enjoy the 
prerequisites thereof. This is the equivalent of what we call 
‘graft’ in public life. 


He also characterized the action of many committees as resulting in 
“the most vicious kind of deception, double-dealing and downright 
fraud.” 1% 

A flagrant aspect of profiting from the position of trust inherent 
in the committee, consisted of trading in the securities of the debtor 
on the basis of inside information acquired in the course of the pro- 
ceedings. If a committee member traded in the securities represented 
by the committee, he was necessarily buying from or selling to the 


100 Id. at 498. 

101 J bid. 

102 Jd. at 507-508. 
103 Td. at 509. 

104 [bid. 
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very security holder to whom he owed fiduciary duties; if he traded 
in other securities of the debtor he would frequently find himself 


with personal holdings opposed to the interest his committee repre- 
sented.’ 


The Protective Committee Study recognized fully that these 
conflicts and abuses posed complex problems because: 


With respect to all the types of conflicting interests mentioned 
above, the existence of bad faith is not essential to cause injury to 
security holders. Honorable men, acting in the best faith, cannot 
fail to be influenced by the pull of contrary interests. And the 
possibilities of abuse of this position by men who do not make a 
great effort to renounce personal interest in favor of their duty as 
committee members are great indeed.1* 


To insure that conflicts of interest be reduced to a minimum, the 
Protective Committee Study made numerous suggestions including 
that there be a requirement for disclosure to security holders of all 
relevant facts concerning committees; that any persons owning securi- 
ties which are materially adverse to those which he seeks to represent 
be disqualified from serving on committees; that committees be pro- 
hibited from representing more than one class of security holders 
unless “there is no material conflict between such classes or unless 
action is necessary in the public interest or for the protection of 
investors”;*” that underwriters and management and those associated 
therewith be disqualified from serving on such committees; and that 
the financing of committees by interests which would be disqualified 
from serving thereon be likewise prohibited.’ 


Under Chapter X, the statute specifically states that a committee 
or person representing more than twelve creditors or stockholders 
shall file a verified statement with the court.’ This statement, which 
also must be filed by every indenture trustee,"”® covers inter alia the 


105 Jd. at 513-518. 

106 Jd. at 519. 

107 Jd, at 532-533. 

108 Jd. at 528-534 (§ VII: Conclusions and Recommendations). 

109 52 Stat. 895 (1938), 11 U.S.C. § 611 (1958). 

110 This provision is also applicable to every “person” representing more than twelve 
creditors or stockholders. The statute makes no distinction between such persons and 
those who formally designate themselves as a committee. Presumably, this statement 
need not be filed by individual security holders who purport to represent only themselves 


but whose actions would necessarily benefit all members of their class. See discussion, 
infra, pp. 353-55. 
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names of the persons at whose instance the committee was organized; 
the members of the committee and the claims or stock owned by 
them, when these securities were acquired, amounts paid therefor and 
any sales or other disposition thereof, and when each person repre- 
sented by the committee acquired his holdings, if recent. Section 210 
which deals with attorneys for creditors and stockholders, and neces- 
sarily includes attorneys for committees and indenture trustees as 
well, requires the filing of a somewhat less comprehensive statement.™™ 

The filing of the section 210 statement is a prerequisite to the at- 
torney’s being heard. On the other hand, section 211""* is silent with 
respect to the time of the filing of the statement thereunder. However, 
it would appear that the statement required by section 211 should 
normally also be filed prior to, or simultaneously with, the appearance 
of the committee or its representatives in the proceedings. Perhaps 
the failure to specify any time for filing in section 211 was in recog- 
nition of the possibility that a person representing less than thirteen 
claimants might subsequently be asked by additional claimants to 
represent them. This would usually occur where there are unsecured 
trade creditors or other private interests not considered public security 
holders. In such a situation, it would appear to make little difference 
whether or not the representative has appeared prior to filing the sec- 
tion 211 statement. With respect to committees of public security 
holders, however, the filing of the section 211 statement is necessary 
to aid the court in safeguarding the interests of the security holders, 
as is contemplated by other protective provisions of the act.%* Ac- 
cordingly, committees which initially intend to represent a substantial 
number of security holders should file their section 211 statement 
when the section 210 statement is filed. 


One treatise in this area maintains that section 211 serves “to reveal 
any improper relationship between such parties, any conflicts of 
interest on the part of indenture trustees, agents or members of 
committees, the existence of any undesirable powers or authorizations, 


111 Section 210, 52 Stat. 895 (1938), 11 U.S.C. § 610 (1958) provides: 
An attorney for creditors or stockholders shall not be heard unless he has first 
filed with the court a statement setting forth the names and addresses of such 
creditors or stockholders, the nature and amounts of their claims or stock, 
and the time of acquisition thereof, except as to claims or stock alleged to have 
been acquired more than one year prior to the filing of the petition. 

111a 52 Stat. 895 (1938), 11 U.S.C. § 611 (1958). 


112 See Mifflinburg Body Co., 41 F. Supp. 9, 11 (M.D. Pa. 1941), rev’d on other 
grounds, 127 F. 2d 59 (3d Cir. 1942), cert. denied, 317 U.S. 637 (1942). 
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or the like."** Although some conflict may well be revealed on the 
face of the section 211 statement,’ and although there is no question 
that the court has authority to “scrutinize” committees,’* fuller dis- 
closure would be helpful at the time that section 211 statement is 
filed. It has fallen to the staff of the SEC, in those proceedings in 
which the Commission participates, to inquire into the affiliations and 
interests of committee members in order to ascertain whether there 
are grounds for disqualification of the committee. Committees, and 
particularly attorneys, are notoriously lax in filing the statements 
required under sections 210 and 211 and in keeping them up-to-date 
throughout the course of the proceedings. Reluctance to bring the 
section 211 statements up-to-date is usually overcome when the 
attorneys or committees request final fees and in fact some district 
courts have rules which require, as a condition to filing applications 
for allowances, that these statements be supplemented by detailed 
current information. 


Bankruptcy rule X-24 of the United States District Court for 
the Southern District of New York and section 249" require “any 
persons seeking compensation . . . to file with the court a state- 
ment under oath showing the claims against, or stock of the debtor, 
if any, in which a beneficial interest, direct or indirect, has been 
acquired . . . after the commencement of such proceeding.” Since 
these statements might indicate possible conflicts of interest which 
ultimately bar any compensation to the committee member or attorney 
involved, these persons would be well advised to file them promptly 
before making any investment of time and labor. Parties to the pro- 
ceeding, moreover, might call failures to file to the attention of the 
district court clerk, or, if necessary, to the judge. 


It would seem, however, that a more complete answer is provided 
by rule 62'* under the Holding Company Act of 1935. This rule 
was promulgated under authority granted the Commission pursuant 
to sections 11(g),"7 12(e)** and 20(a)? of the Public Utility 


113 6 Cottier, BANKRUPTCY 2927 (14th ed. 1947). 

114 Jy, re Realty Associates Securities Corp., 56 F. Supp. 1008 (E.D.N.Y. 1945). 
115 Jd. at 1009. 

115a 52 Stat. 901 (1938), 11 U.S.C. § 649 (1958). 

116 17 C.F.R. § 250.62 (1949). 

117 49 Stat. 823 (1935), 15 U.S.C. § 79k(g) (1958). 

118 49 Stat. 824 (1935), 15 U.S.C. § 791(e) (1958). 

119 49 Stat. 833 (1935), 15 U.S.C. § 79t(a) (1958). 
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Holding Company Act of 1935. It is an amalgam of disclosure and 
regulatory provisions found “necessary and appropriate in the public 
interest and for the protection of investors.” *° Its present provisions 
reflect the Commission’s experience with respect to section 11 reorgan- 
izations and an awareness of problems which arose in equity receiver- 
ships and the manner in which Congress and the courts have sought 
to resolve these problems under Chapter X. Solicitations of authority 
from more than 25 security holders must be the subject of a declara- 
tion filed with the Commission on Form U-R-1." This requires 
identification of the individuals forming or serving on the committee, 
including legal, accounting, engineering and financial advisers and 
their principal business connections; the nature and amount of securi- 
ties and claims beneficially owned or otherwise controlled by each 
such person; all important relations—present or past—with the com- 
pany and every subsidiary thereof, including officers, directors and 
underwriters of the company which is the subject of the proceeding; 
and a copy of the first letter of solicitation and exhibits to be em- 
ployed. Should the Commission find the material to be sent to 
investors improper or in contravention of its rules, it would not allow 
the declaration to become effective. 

Paragraph (g) of rule 62 prohibits committees or individuals 
associated therewith from trading in the securities of the company, 
its subsidiaries or associate companies affected by the reorganization’ 
and from rendering investment advice relating thereto.’ Signifi- 
cantly, this trading prohibition extends to “participation in any 
transaction in which any such person has any beneficial interest, 
direct or indirect.” *** Rule 62(j) prohibits solicitation on behalf of 
more than one class of securities without prior approval of the 
Commission. Unlike section 211 of Chapter X, rule 62 precludes 
any solicitation until a declaration containing the information required 
by Form U-R-1 and the undertaking required by rule 62 is filed 
with the Commission.” 

120 See SEC Holding Company Act Release No. 759, July 26, 1937. 

121 Form U-R-1, adopted April 11, 1941, 17 C.F.R. §§ 250.62(a), 259.221 (1949). 
Supervisory responsibilities over committees are also exercised by the ICC in railroad 
reorganizations under § 77 of the Bankruptcy Act. See 49 Stat. 923 (1935), 11 U.S.C. 
$ 205(p) (1958). 

122 See SEC Holding Company Act Release No. 13710, p. 3, March 21, 1958. 

128 17 C.F.R. § 250.62(g) (2) (1949). 

124 Jbid. 


12517 C.F.R. $ 250.62 (1949). The language with respect to “. . . beneficial in- 
terest, direct or indirect ...” is found in § 249 of Chapter X of the Bankruptcy Act as 
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The procedure under rule 62%*° enables the Commission to ex- 
amine a committee’s qualifications in its embryonic stages. Thus, 
before a committee was allowed to solicit authorizations from pre- 
ferred stockholders, the Commission denied effectiveness to its dec- 
laration because it appeared that the committee was materially influ- 
enced by the company’s former investment banker who, in turn, 
was subject to possible claims by the preferred stockholders.’*? On 
the other hand, the conceivable time lag under Chapter X, resulting 
in regrettable damage to the course of the proceedings, is illustrated 
by a situation which arose in the reorganization proceedings involving 
Stardust, Inc.’** A stockholders’ protective committee was formed, 
the chairman of which was a former vice-president, treasurer and 
director of the debtor. The committee obtained substantial sums 


well, 52 Stat. 901 (1938), 11 U.S.C. § 649 (1958). In view of the fact that § 249 
was enacted prior to the promulgation of rule 62(g)(2) and also deals with the 
prohibition of trading in the securities of a company undergoing a reorganization, this 
language was most likely borrowed from the former. Further analysis of the relation- 
ship between § 249 and rule 62(g)(2) will be made in connection with the question 
of prohibited trading, to be discussed infra, pp. 363-65. 


126 17 C.F.R. §§ 250.62(a) and (c) (1949). The present rule 62 was initially adopted 
as rule U-12E-3 and U-12E-5 on July 26, 1937. The original rule conditioned solicita- 
tion of authorizations upon the disclosure of certain information. Rule U-12E-3(a) (3) 
required that the authorizations contain provisions for submission of periodic reports 
and statements of account, and for prohibition of buying and selling of securities af- 
fected by or on behalf of the persons making such solicitation. U-12E-5 provided that 
the declarations filed with the Commission pursuant to rule U-12E-3 had to include 
comprehensive information with respect to the names of persons primarily responsibile 
for the representation and negotiation of the plan and the class of securities represented 
by each and similar information concerning all those at whose instance the committee 
was formed or who were associated therewith and their relationships, if any, to the 
company or to any of its subsidiaries. Information was also required with respect to 
the trading of any of these individuals in securities of the corporation. 

Rule U-12E-3(c) also provided for limited authorizations relating to the negotiation 
and formulation of a plan of reorganization; and rule U-12E-3(d) dealt with the 
specific requirements of solicitation of consents or dissents to a plan of reorganization. 
See SEC Holding Company Act Release No. 759, July 26, 1937; SEC Holding Com- 
pany Act Release No. 1900, Jan. 26, 1940. 

Subsequently, an amendment to paragraph (a) (3) of rule U-12E-3 broadened the 
prohibition against trading in the securities of the company or any of its subsidiaries 
by including within its purview a greater number of possible associates with those 
oe the solicitations. See SEC Holding Company Act Release No. 1915, Feb. 6, 

940. 

Rules U-12E-3 and U-12E-5 were revised and redesigned as rule U-62, effective 
April 21, 1941. See SEC Holding Company Act Release No. 2694, April 18, 1941. 
Subsequent amendments, bringing the rule to its present form, are contained in SEC 


Holding Company Act Release Nos. 2836, June 23, 1941; 3090, Oct 25, 1941; and 6014, 
Aug. 28, 1945. 


127In the Matter of Thomas J. Walsh, as Protective Committee for Preferred 
Stockholders of Scranton-Spring Brook Water Service Company. Holding Company 
Act Release No. 5595, Feb. 6, 1945. 


128 In the Matter of Stardust, Inc., No. 955, Nev., Sept. 16, 1957. See 23 SEC 
Ann. Rep. 147-48 (1957) ; 24 SEC Ann. Rep. 138 (1958). 





CONFLICTS OF INTEREST IN REORGANIZATION 347 


from investors for expenses before being disqualified on motion of 
the Commission after much of the money had been expended.’ 


There has been a recent suggestion that a “person should be 
required to secure the approval of the bankruptcy court before he is 
permitted to serve as a committe member, attorney for a committee, 
or individual security holder’s representative.” *° Some requirement 
of further disclosure by court rule or on an ad hoc basis, possibly 
pursuant to section 213,"** is probably advisable. Under Chapter X, 
however, creditors and stockholders have an unqualified right to be 
heard individually or by committee. Intervention has been considered 
unnecessary and undesirable since the order approving intervention 
might be misconstrued to mean that the intervenor occupies a pre- 
ferred position in the proceedings. This objection appears less strong 
in the Holding Company Act context, where no specific approval 
is given—i.e., a declaration is merely permitted to become effective— 
and where the administration by a single agency tends to promote 
consistency of standards. 


A similar distinction is also made with respect to the solicitation 
material sent out by a committee. It has been held that a requirement 
“for the submission to the court’s censorship” of proposed com- 
munications by security holders is improper.** This would tend to 
infringe upon unrestricted communication among security holders, 
contrary to the aim of Chapter X for greater democracy in the pro- 
ceedings. As a matter of practice, however, committees in Chapter X 
proceedings frequently submit proposed solicitation material for 
comment to the Commission staff.’** 

Where there is attempted representation of two different classes 
of securities by one committee, Commission approval under rule 
62(j) depends upon a factual showing, as set forth in the rule, that, 


129 In the Matter of Stardust, Inc., No. 955, D. Nev., Sept. 16, 1957. See also 
discussion in 10 SEC Ann. Rep. 148 (1944), relating to The Penfield Distilling Com- 
pany where a similar situation was involved. 

130 Note: Conflict of Interests as a Factor in the Allowance of Representatives’ 
Claims Insolvent Corporate Reorganizations. 106 U. Pa. L. Rev. 1139, 1147 (1958). 

131 52 Stat. 895 (1952), 11 U.S.C. § 613 (1958). 

1382 See Delatour v. Meredith, 144 F. 2d 594, 597 (2d Cir., 1944); see also In re 
Portland Electric Power Co., 97 F. Supp. 897, 898 (D. Ore. 1947), where the court, 
contrary to the Commission’s contention, considered holding a committee in contempt 
for failing to submit solicitation material to it in advance. 

188 24 SEC Ann. Rep. 138 (1958). Furthermore, companies undergoing Chapter X 
reorganizations which are listed on national securities exchanges are required to comply 
with the commission’s proxy rules issued pursuant to § 14 of the Securities Exchange 
Act of 1934, 48 Stat. 895 (1934), 15 U.S.C. § 78(n) (1958). 
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“no material conflict of interest exists between the different classes 
of security holders concerning the subject matter of the solicitation.” 
This language implies the Commission’s recognition that representa- 
tion of two different classes of securities involves, in itself, a potential 
conflict of interest but reveals a policy decision to employ a pragmatic 
approach where no material actual conflict has developed. Thus the 
Commission has permitted a committee to solicit the representation of 
holders of both a preferred stock $6 dividend series and preferred 
stock $7 dividend series upon the committee’s agreement, “to take 
no part in any controversy or negotiation relating to the allocation 
between the series.” *** At certain stages of the proceeding to require 
two separate committees to represent two classes of equity securities 
where it is doubtful that either class will participate in a reorganiza- 
tion would be to encourage duplication and unnecessary expense.*® 
However, reorganizations sometimes yield assets for distribution 
which are not fully appreciated at the outset of the proceedings and, 
consequently, the potential conflict of interest inherent in dual repre- 
sentation may thus become an actual one. Unfortunate problems can 
arise in these circumstances.**** Thus, in a reorganization involving 


134 Spellissy, 18 S.E.C. 24, 30 (1945) ; see Martin, 18 S.E.C. 18, 22 (1945). 

185 The Commission’s statement in Martin, supra note 134, and 23, concerning 
the representation of two different series of preferred security holders by one 
committee reflects this approach. As the Commission stated: “It is anticipated that 
by far the greater portion of the Committee’s time and attention will be devoted to the 
major problem of determining the interest of the preferred stockholders as a class 
as against the claims of the other classes of stock.” 


135a Thus in a § 11 reorganization involving Electric Bond and Share Corporation 
two committees undertook to represent both $5 and $6 series of preferred stock. They 
were permitted to participate in the hearings subject to the undertaking that, in the 
event of any conflict, they would desist from such dual representation. During the first 
two stages of the proceedings, there was no conflict of interest between the two series 
of preferred stockholders. See Electric Bond and Share, 20 S.E.C. 786 (1945) and 23 
S.E.C. 674 (1946). However, in 1950 the Commission found that the $6 preferred 
series was entitled to further participation, but that fairness did not require further 
payments to the $5 preferred series and entered an order to that effect. In its opinion, 
31 S.E.C. 538, 539 n. 3 (1950), the Commission noted: 

Subsequent to the issuance of our order herein both committees withdrew 
their representation of the $5 preferred stock certificate holders on the ground 
of a possible conflict of interest between the $5 and $6 certificate holders, but 
continued to represent the $6 certificate holders. 

Upon application of the Commission for approval and enforcement of the reorganiza- 
tion plan, pursuant to $ 11(e) and § 18(f) of the Holding Company Act, the $6 
preferred continued to be represented by the aforementioned committees. However, the 
$5 preferred acquired different representation and protested the enforcement of the 
Commission’s order on the grounds that the $5 preferred, having been ‘ ‘compromised 
by dual representation”, should be permitted to submit expert testimony in support of 
their claim for additional compensation in the hearing before the district court. In 
denying this request the court 95 F. Supp. 492, 498 (S.D. N.Y., 1951), stated: 

It is true that holders of both the $5 and $6 certificates were represented by 
the same counsel at the hearings and they are represented separately here because 





CONFLICTS OF INTEREST IN REORGANIZATION 349 


Coastal Finance Company,’** a committee was formed to represent 
both the preferred and common stock, some of which had been sold 
in units. Overruling an objection by the Commission, the court 
allowed the two-fold representation until a fairly late stage in the 
proceedings, when it was discovered that certain common stock- 
holders had the right to rescind their purchases of stock and thereby 
gain recognition as unsecured creditors in the plan of reorganization. 
Since under the plan of reorganization common stockholders were 
accorded no participation, this development enhanced the position 
of those common stockholders who had the right to rescind and 
exercised it, and thus reduced the participation of the preferred stock- 
holders to the embarrassment of the committee which had undertaken 
to represent both.*** This illustrates that the pragmatic approach to 
dual representation may result in lack of representation at a crucial 
point in the proceedings which make the arguments for economy 


justifying an abandonment of the prophylactic approach seem rather 
inconsequential.’ 


the $6 certificate holders are, of course supporting the Commission’s determina- 
tion. The $5 certificate holders, however, were or should have been aware that 
a conflict of interest might develop. Nevertheless they chose to proceed. They 
were represented by counsel of their own choosing, they do not charge their 
counsel with dereliction or misconduct and I find that there was none. . . They 
have had their day in court. They have not advanced any convincing reason 
why they should have another. 


136 Jn re Coastal Finance Corp., Civil No. 10608, D. Md., Feb. 15, 1956. 
137 [bid. 


138 Section 12 of the Securities Act of 1933, 48 Stat. 84 (1933), as amended, 15 
U.S.C. 771 (1958), provides for a private right of action to recover consideration paid 
for any securities sold in violation of the registration provisions of the statute and for 
a right of action based on fraudulent and misleading statements made in the offer 
and sale of securities. Recovery for misrepresentations may be had even where there 
is no showing of reliance by the purchaser of the security on the misrepresentation of 
the seller. See Woodward v. Wright, 266 F. 2d 108 (10th Cir. 1959). However, under 
the section it does not appear that an action could be brought by one who refrained 
from selling a security already owned on the basis of misrepresentations made, for 
example, by the company in a registration statement covering an additional issue of 
the same class of securities. 

When rescission problems arise in reorganization proceedings under Chapter X,. 
however, equitable considerations may argue against splitting a class of public in- 
vestors between those who may rescind and those who may not on the basis of whether 
or not the security holder bought rather than refrained from selling. Also open to 
question are distinctions which might be deemed “technical” as, for example, when 
the federal statute of limitations has run and security holders must proceed under 
common law, making state statutes of limitations with varying periods within which 
security holders may rescind determinative as to whether or not a person is to be treated 
as a creditor or a stockholder. Moreover, trade creditors may also have relied on the 
misrepresentation raising issues as to their rights vis a vis rescinding stockholders. 
Usually the staff of the Commission has encouraged trustees to include in their sec- 
tion 167 report information relating to possible rights of rescission by security holders 





350 THE GEORGE WASHINGTON LAW REVIEW 


Of course, where there is an existing material conflict by reason 
of the holdings of a member of the committee with the interests of 
the securities represented by the committee, the individual must 
resign or the committee should be disqualified. Thus, it has been 
successfully contended that a stockholders’ committee should be dis- 
qualified when the chairman of the committee owned a large bloc 
of debentures which have priority over the stock.’ 

This type of conflict would necessarily show up in a section 211 
statement;*° however, more subtle forms of conflict are directly 
revealed through the more comprehensive machinery of rule 62 by 
reason of its additional disclosure requirements and the customary 
procedure for hearing where there is a question of conflict. The 
comparative dearth of opinions in this area attests to the effectiveness 
of the procedure whereby the Commission’s staff can examine into 
possible conflicts of interest raised by the declarations filed under 
rule 62 and informally advise of possible conflicts which would 
require a formal hearing. This affords the committee an opportunity 
to withdraw or to file an amendment to eliminate the source of the 
conflict. The procedural flexibility provided by rule 62 has perhaps 
permitted the Commission to adopt a less stringent position substan- 
tively than the possibility of conflict would otherwise suggest. Thus, 
as indicated above, the Commission in two cases has allowed commit- 
tees to represent two different series of preferred stockholders, con- 
ditioned upon the committees’ undertaking to refrain from taking 
part in any controversy between the respective series. In one of 
these cases,"** the Commission also found that the organizer of the 
committee selected its membership from, or after consulting with, 
“numerous persons who might be inclined, due to past or present 
business relationships, to be friendly” to management and its banking 


in order that they may take individual action with respect to their rights and such 
rescissions have been recognized in Chapter X reorganizations. And see MacNamee y. 
Bankers Union for Foreign Commerce & Finance, 25 Fed. 614 (2d Cir. 1928). 
139 Jn re Norwalk Tire & Rubber Co., D. Conn., Civil No. 23499, Oct. 27, 1949. 
140 See 52 Stat. 895 (1938), 11 U.S.C. § 611 (1958) which provides: 

Every person or committee, representing more than twelve creditors or stock- 
holders, and every indenture trustee, who appears in the proceeding shall file 
with the court a statement, under oath, which shall include... . 

(3) with reference to the time of the employment of such person, or the 
organization or formation of such committee, or the appearance in the proceed- 
ing of any indenture trustee, a showing of the amounts of claims or stock owned 
by such person, the members of such committee or such indenture trustee, the 
oo — acquired, the amounts paid therefor, and any sales or other disposi- 
tion thereof. 


141 See cases cited, supra notes 127, 134. 








.? eee ee | 


pw | VS oF 












CONFLICTS OF INTEREST IN REORGANIZATION 351 


associates.'*? In the other case, the Commission allowed the declara- 
tion of a committee to become effective where two of three commit- 
tee members had large textile holdings which, it was charged, would 
cause a conflict of interest in that the committee would seek to get 
as much as possible of the securities of textile subsidiaries in the hold- 
ing company system in exchange for the preferred stock which they 
represented, even at the expense of better participation in some of 
the utility securities.** In both of these cases, which related to 
the same reorganization, the Commission conditioned the proposed 
solicitation upon the requirement that the Commission’s findings and 
opinion fully setting forth all of the facts with respect to these 
possible conflicts must accompany the solicitation itself.* More- 
over, under rule 62(f),’*° in the course of the proceedings the 
Commission has the opportunity to scrutinize solicitation material 
and otherwise oversee the activities of the committees. By reason 
of the lack of these safeguards and conditioning powers in Chapter 
X, and the possibly more important functions of committees under 
Chapter X,"*° the Commission might well take the position that 
these same conflicts should disqualify a committee from partak- 
ing in the reorganization. The Commission in a Chapter X proceed- 
ing has had a committee of bondholders disqualified on the ground 


142 See Spellissy, supra note 134, at 29-30. 
143 See Martin, supra note 134, at 21. 
144 Td. at 23; Spellissy, supra note 134, at 31. 

145 17 C.F.R. § 250.62(£) (1949). This rule provides : 

Supplementary solicitations. The text of any supplementary or follow-up 
letters of solicitation or reports, or statements of account shall be filed as post- 
amendments to a declaration and shall be subject to the same requirements as 
other amendments to declarations, except that no declaration or post-amendment 
need be filed with respect to supplementary or follow-up letters which do not 
include financial or other information or representations and which merely call 
attention to prior solicitations and urge action in accordance therewith, or 
with respect to replies to persons making specific inquires asking for further 
explanation as to details of such solicitation. 

146 Compare the functions of committees set forth in the Protective Committee Study 
for Committees in Bankruptcy Reorganization, discussed supra, with the discussion of 
the role of committees in § 11 reorganizations in New England Power Association, 
28 S.E.C. 916-20 (1948) : 

Although we have an expert staff of attorneys, engineers, analysts, and ac- 
countants, whose duty is to explore and analyze thoroughly all matters bearing 
upon the necessity, equity and fairness of all reorganization plans submitted to 
us for approval; although in the typical hearing our staff takes the laboring 
oar in exposing all deficiencies and inequities in the plan submitted; and Par 
though our staff undertakes to make recommendations based upon a ‘thorough 
exploration of all the facts and a knowledge of the law and public policy in- 
volved. . . . we have felt, and we think correctly, that committees operating 
under the safeguards provided by the rule [Rule 62] may perform a useful and 

sometimes important function. 
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that it had been organized and sponsored by the controlling interest 
of the debtor.*** In that case, the district court agreed that it was the 
duty of a committee to review the conduct of the debtor’s manage- 
ment and that it was unlikely that any committee whose formation 
was largely sponsored by management would be entirely free of a 
conflicting interest in executing that duty despite the fact that manage- 
ment subsequently withdrew its support of the committee. It was 
the fact of selection’*® that constituted the subtle influence which 
might “be both a symptom and cause of” potential conflict of in- 
terest.** 


D. Indenture Trustees. 


As indicated above, Chapter X provisions relating to committees 
are also specifically applicable to indenture trustees.°° The leading 
case of Woods v. City National Bank®” involved an indenture trus- 
tee in a bankruptcy reorganization. In section 11 reorganizations, 
indenture trustees, unlike committees, are not expressly governed by 
rule 62.** They have not played an important role in the reorganiza- 
tion process under section 11, presumably because these proceedings 


often involve companies which have not defaulted on their obligations 
and which therefore do not bring into play the crucial powers of an 
indenture trustee conditioned upon such default. 

The possibility of conflict of interest between the indenture trustee 
and the bondholders whom he represents is reduced substantially by 
the Trust Indenture Act of 1939,'? additional legislation which 


147 In re International Railway, 86 F. Supp. 546, 548 (W.D.N.Y. 1949); see also 
In re Realty Associates Securities Corp., supra note 114. 


148 Jn re International Ry. Co., supra note 147, at 548. 


149 The court cited the 1937 Report on the Study and Investigation of the Work 
of Reorganization Committees, and quoted therefrom as follows: 

{T]he members of the committee may merely have been selected by the 
management. But the fact of selection itself is both a sympton and cause of 
loyalty. It indicates that there may be a close relationship between the chosen 
committee members and the management which will stifle investigation of an 
opposition to the management by the committee ... . True it is that there are 
individuals who would not be subject to such subtle influences. And there 
are others who would resist and resent any inference of partiality based on the 
fact of selection by the management. But the influence is as pervasive as it is 
subtle; and it may be an effective deterrent to a program of action inimical 
to the self-interest of the management, (Emphasis added). Ibid. 

150 See, ¢.g., 52 Stat. 895, 900 (1938), 11 U.S.C. §§ 611, 612, 642 (1958). 
150a Woods v. City National Bank & Trust Co., 312 U.S. 262 (1941). 


151 Rule 62 pertains to committees and persons affiliated therewith. See discussion 
in text, infra. 

ee 53 Stat. 1149 (1939), as amended by 68 Stat. 686 (1954), 15 U.S.C. § 77aaa 
(1958). 
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resulted from the Commission’s Protective Committee Study. This 
act “is designed to insure that . . . [the indenture trustee] . . . will 
act on behalf of the bond and debenture owners and to insure his 
complete independence of the issuer and the underwriters.” ** To 
qualify under the Trust Indenture Act, the indenture must provide 
specifically for the eligibility of the trustee and for his resignation in 
the event of a conflict of interest.* Section 310(b)** of the act 
establishes the standards under which a trustee shall be considered 
to be subject to a conflict of interest warranting disqualification. 
Generally, these prohibit an indenture trustee from being affiliated 
with either the obligor or an underwriter of the securities.°* This 
largely avoids the problem arising when an indenture trustee is caught 
between the adverse interests of creditors and the obligor—a problem 
which becomes acute where there has been a default on the bonds. 
It must be noted, however, that many reorganizations involve in- 
dentures which were entered into prior to the passage of the Trust 
Indenture Act and, hence, the possibility of a lack of independence 
on the part of the indenture trustee in such cases may not be readily 
discounted. Problems have arisen where the same bank has been 
indenture trustee for different classes of the company’s debt 
securities.'°" 


E. Individual Securityhbolders and Attorneys. 


Individual securityholders participate in section 11 and Chapter X 
reorganizations in person or through their attorneys. Attorneys, even 
those representing individual securityholders, must file section 210 
statements under Chapter X, but there is no analogous requirement 
with respect to individual securityholders. Under rule II(d) of the 
Commission’s Rules of Practice, any person appearing in a repre- 
sentative capacity may be required to file a power of attorney, and 


153 10 SEC Ann. Rep. 153 (1944). 

154 53 Stat. 1157 (1939), 15 U.S.C. § 77jjj(a) (1958). 

155 53 Stat. 1158 (1939), 15 U.S.C. § 77jjj(b) (1958). 

156 [bid. 

157In the Matter of Hudson & Manhattan Railroad Company, Civil No. 90460, 
S.D. N.Y., December 14, 1959, the problem of an indenture trustee who represented 
both first mortgage bonds and adjustment mortgage bonds arose. On the advice of the 
SEC, this indenture trustee, in order to avoid the conflicts of interest inherent in his 


dual representation, resigned as trustee for adjustment bonds and continued as trustee 
for the first mortgage bonds. 


157a 17 CFR § 201.2(d) (1949). 
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under rule XVII(b)**” any person seeking leave to be heard in a 
proceeding “shall set forth the nature and extent” of his interest 
in writing, and may be required to submit himself to examination 
“as to his interest.” Neither Chapter X nor section 11 requires the 
detailed statements of individuals that are applicable to committees.’ 

An individual securityholder, however, who enforces his own 
rights through attempting to gain greater participation for his class, 
necessarily enforces the rights of other members of his class and is 
entitled to compensation out of the estate where his services have 
been beneficial to the reorganization.” The Supreme Court has held 
in Young v. Higbee’® that he is also subject to concomitant respon- 
sibilities and, as a practical matter, members of the same class may 
be lulled into sleeping on their rights in reliance upon the participa- 
tion of a prominent person who is a member of that class. Accord- 
ingly, it would be helpful if any such individual participant were to 
make known whether his interests diverge from those of other mem- 
bers of his class. Since a securityholder has an absolute right to be 
heard in Chapter X,’** presumably the court can require proof that 
an individual desiring to participate is a securityholder and it would 
seem that the court would also have power to require him to disclose 
all of his interests in the debtor. Indeed, court rules pertaining to 
such disclosure might be appropriate. 

Under rule XVII(b) of the Commission’s Rules of Practice, the 
normal practice in section 11(e) proceedings is for the staff to in- 
terrogate the person seeking leave to be heard as to his interest in the 
proceeding before the hearing examiner rules upon the amount of 
participation, if any, to be accorded to him. These procedures, how- 
ever, do not answer all of the problems that might arise from an 
individual participant’s opportunity to obtain inside information dur- 
ing the proceedings. Since the extent of any duties he might owe 
other persons of his class has not been delineated, the Commission 
has attempted to encourage participants to act as committees in order 
that they will be subject to the better defined and established respon- 
sibilities of such bodies. It has done so by announcing that fees will 


157 17 CFR § 201.17(b) (1949). 


158 Rule 62 supra note 136, pertains to committees and does not cover individuals who 
appear in the proceedings. And § 211 of Ch. X requires that the statement thereunder 
be filed only by “persons . . . representing more than twelve creditors or stockholders.” 


159 Cf. Sprague v. Ticonic National Bank, 307 U.S. 161 (1939). 
160 324 U. S. 204 (1945). 
161 See note 15, supra. 
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be awarded committees for “watchdog” service even where the com- 
mittees have not effected any substantial change in the plan,’ whereas 
individuals may be compensated only for a more positive and concrete 
contribution. 

With respect to attorneys for individual participants, they may not 
have any interests conflicting with those of their clients, at least 
without full disclosure to the latter. Attorneys for committees and 
other fiduciaries are presumably held, at a minimum, to at least as 
high standards as their clients. Where they apply for fees, moreover, 
additional considerations apply. 


The importance of attorneys in reorganizations generally cannot 
be overestimated. As noted in the Protective Committee Study, 
Part II, Committees and Conflicts of Interests: 


Counsel are generally inclined to deprecate the significance and 
importance of the functions they assume in a reorganization. They 
insist that they are merely prognosticators of legal consequences, 
‘amenuenses’ or draftsmen who merely embody in legal terminology 
the ideas of others, a clearinghouse of ideas, or at most negotiators 
or arbitrators. But this professional modesty does not reflect the true 
situation. Case after case shows that the lawyer reigns supreme in 
reorganizations; in fact, it is not an overstatement to characterize 
him as the mainspring of the system.’ 


The report then observed that “many of the abuses in the reorgan- 
ization system were traceable to the Bar,” stating: 


This is due to in no small measure to the fact that they have fre- 
quently abused their position of trust in reorganizations; that they 
have accepted retainers from conflicting interests; and that they have 
themselves at times assumed conflicting interests.'® 


In light of this indictment, although advance disclosure requirements 
for attorneys may be minimal, stern sanctions may ultimately be 
applied to those who are found to have had conflicting interests, even 
to the point of depriving them of all fees for their efforts in the 
reorganization. 


162 See New England Power Association, 28 S.E.C. 916, 919-920 (1948). 

163 See Canons of Professional Ethics of the American Bar Association Nos. 6, 10, 
11, A.B.A., CANONS oF PROFESSIONAL AND JupictaAL Eruics 3, 9, 11 (1957). 

164 SEC, Report, supra note 95, at 522. 

165 [bid. 
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IV. Sancrions APPLICABLE TO Persons WHo HAvE 
ConFLICTING INTERESTS AFTER ASSUMING 
Fipuctary Duties 


There are four remedies available to deal with individuals in a 
position of trust who deviate during the reorganization from the 
standards devolving upon them by virtue of their relationship to the 
estate or to a class of investors: (1) removal or disqualification; (2) 
limitation to cost of claims against or stock of the corporation pur- 
chased by the fiduciary; (3) surcharging or requiring an accounting 
by the fiduciary; and (4) denial of compensation for services.’ 
Of these sanctions, only disqualification is also available prior to the 
actual undertaking of fiduciary duties. Two of these four sanctions, 
surcharging and disqualification, may be employed upon discovery 
of the breach of trust. Limitation to cost of securities, however, is 
normally not applied until the allowance or rejection of claims in 
connection with the formulation of a plan of reorganization; and 
the disallowance of compensation is generally not available until the 
termination of the proceedings.** 


166 We do not discuss sanctions, such as subordination or disallowances of claims, 
which are applicable in reorganizations by reason of a claimant’s inequitable conduct 
arising otherwise than out of the reorganization proceeding or in direct contemplation 
of the proceeding. See e.g., Taylor v. Standard Gas & Electric Co., 306 U.S. 307 
(1939) and Pepper v. Litton, 308 U.S. 295 (1939). 


167 See §§ 241-43, 52 Stat. 900 (1938), as amended, 11 U.S.C. §§ 641-43 (1958), 
specifying which services rendered in the course of the proceedings are to be 
compensated out of the estate. While final allowances are not usually granted prior 
to consummation of the plan, under certain circumstances, trustees and their attorneys 
may receive interim allowances during the course of the proceeding. But see In re 
McGann Mfg. Co., 188 F. 2d 110, 112 (3d Cir. 1950) where the court reversed an 
order for interim allowances, pointing out: “If the duties performed by the trustee 
and his counsel are not substantial, interim allowances are not warranted.” The court 
also stated: “Interim allowances to counsel for the debtor or counsel for a creditors’ 
committee should not be granted except in extraordinary circumstances.” The Com- 
mission normally opposes interim allowances in Chapter X proceedings for any but 
the trustee and his attorney, on the theory that the contribution cannot be adequately 
measured until the reorganization is concluded. See 6 SEC Ann. Rep. 63-64 (1940). 
Nor will final allowances for services which have come to an end generally be granted 
prior to the conclusion of the proceeding. In re Keystone Realty Holding Co., 117 
F. 2d 1003, 1006 (3d Cir. 1941). Cf. In re Inland Gas Corp., 73 F. Supp. 785, 787 
(E.D. Ky. 1947), where it was held that special circumstances justified departure 
from the general rule. 

Under the Holding Company Act the company’s management and attorneys con- 
tinue to be paid during plan proceedings, and this includes services in connection with 
the reorganization. Other persons—e.g., committee members—seeking payment from 
the company undergoing reorganization generally must await the conclusion of the 
proceedings. There may be several § 11(e) proceedings to effectuate ultimate com- 
pliance with § 11(b) with respect to an entire holding company system and fees may be 
awarded at the conclusion of each of these proceedings. Section 11(b), (e), 49 Stat. 
820, 822 (1935), as amended, 15 U.S.C. §§ 79k(b), (e) (1958); see J. Donald 
Halstead, 29 S.E.C. 265 (1949) which involved a proposal by a committee to solicit 
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Disqualification may be invoked upon grounds which existed at the 
time the fiduciary assumed to act in such capacity but had not yet 
come to light. Accordingly, much of what has been discussed above 
is pertinent. Thus, in Jn re Realty Associates Corp., a bondholders’ 
committee was disqualified because its members had a close affinity 
with the debtor and with its controlling persons, which relationship 
continued after reorganization proceedings were instituted. And, 


contributions of $0.05 per share to provide funds for the payment of expenses of 
the committee and fees and expenses of its counsel and experts pending the award of 
allowances and expenses by the Commission. In denying the effectiveness of this 
solicitation, the Commission, 29 S.E.C. at 269-70, stated: 
Our usual procedure is to pass upon request for allowances at a time when the 
services of all the representatives of security holders have been substantially 
completed and can be evaluated in the light of the results they have achieved. 
This procedure is adapted to the nature of the reorganization process and is 
justified in the light of the assurance of adequate compensation for constructive 
services that our jurisdiction to award compensation out of the reorganization 
estate affords. 

But . .. an arrangement in which stockholders are called on to finance 
the activities of a committee during a period before it has been determined that 
those activities are beneficial to the security holders or the reorganization estate 
is not conducive to the advancement of the reorganization process nor does it 
serve to protect investors. To permit a practice of interim financing such as 
is here sought would in our view be more likely to encourage the formation of 
and activities by committees seeking freedom to solicit funds in situations 
where the opportunity for constructive service is not present, than to supply 
a needed incentive where such opportunity exists. In the light of the fore- 
going considerations, we can find no basis for determining that the committee’s 
proposed deviation from the usual practice as to fees would be in the public 
interest and in the interest of investors. 

The Commission’s decision was upheld in Halstead v. S.E.C., 182 F.2d 660, 664-66 
(D.C. Cir. 1950), cert. denied, 340 U.S. 834 (1950). Analogizing from the opinion 
of the Supreme Court in Leiman v. Guttman, 336 U.S. 1 (1948), the court concluded 
that the SEC had jurisdiction over the issue of fees in § 11 reorganizations even 
though they may not be sought directly from the estate. 

Principles with respect to conflicts of interest which govern applications for com- 


— at the termination of the proceedings should apply to interim allowances 
as well. 


168 In 56 F. Supp. 1008 (E.D.N.Y. 1944), the members of the bondholders committee 
were also directors of the debtors who, though elected by the bondholders, owed, as 
the court noted, a fiduciary duty to act for the stockholders’ interest as well. As 
directors they aided in running the debtor’s business and had participated in formulat- 
ing a plan, prior to the institution of Chapter X proceedings, for extending the 
maturity of the debtor’s bond issue. Disqualifying these directors from serving as 
members of the bondholders committee, the court, following the prophylactic approach 
reflected by the Woods case, stated at 56 F. Supp. 1008, 1009, that: 

Whether the policies or the plan were in the best interests of bondholders is 
not of particular moment in determining the propriety of these directors seeking 
to act as a bondholders committee. It would seem sufficient disqualification that 
as directors they have been required to so far identify themselves with par- 
ticipation in the operations of the business of the debtor as to make them 
partisan on any issues which may arise as to the propriety of such operation... . 

[W Jhere as here, a group organizes presumably for the purpose of represent- 
ing creditors exclusively, after having represented the debtor’s interests at least 
partially during the past ten years, it is clear that such past relationship will 
give rise to conflicting loyalties, which these directors, concededly persons of 
ability and integrity, will be unable to reconcile. 
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In In re Ritz Carlton Restaurant & Hotel Company, an indenture 
trustee was removed because he was shown to have been dominated by 
a committee of bondholders whose interests did not coincide with the 
class generally." Under Chapter X, however, these conflicts of 
interest are less likely to be discovered while still incipient. The 
factual subtleties inherent in relationships of this sort complicate the 
tasks of discovery and proof. Notwithstanding that Chapter X 
specifically provides for the removal of a trustee “without or upon 
cause shown” and the appointment of a substitute trustee,’ the re- 
moval or disqualification of a trustee or committee in the course of 
the proceeding attenuates the value of the functions performed by 
these representatives since replacements will often find it difficult 
to function adequately without knowledge of what has previously 
transpired. Acquiring such background is at best time consuming. 
In addition an unfortunate consequence of disqualification at this stage 


is that confidence in the integrity of the previous steps in the pro- 
ceeding may be weakened. 


Under the Holding Company Act, the problem of discovery of 
conflicts of interest during the proceedings might be somewhat 
obviated by the fact that the Commission can direct, pursuant to 
rule 62(g)(1), that annual reports and statements of accounts be 


16960 F. Supp. 861 (D.N.J. 1945). The court also, on the ground of conflict of 
interest, denied claims for compensation rendered on the part of the indenture trustee 
who had been disqualified, his attorneys, and the bondholders committee which had 
exercised an undue influence over him. The court did allow the bondholders committee 


compensation for services which it performed subsequent to the indenture trustee’s 
removal. Jd. at 865-68. 


170 See § 160, 52 Stat. 889 (1938), 11 U.S.C. § 560 (1958). Since many reorganiza- 
tions under Chapter X are of a duration of at least several years, the chance that 
trustees will be replaced by successors, for a variety of reasons in addition to dis- 
qualification, is not remote. There is, however, no provision in Chapter X for a 
§ 162 hearing concerning the qualifications and disinterestedness of a successor trustee. 
Since the § 162 hearing, by virtue of § 161, must be held not more than sixty days 
subsequent to the approval of the petition, it cannot be invoked with respect to a 
successor trustee appointed later in the proceeding. It would appear that there is 
equally as much need for a hearing on the issue of the successor trustee’s disin- 
terestedness as there is regarding the trustee appointed upon approval of the petition, 
and in some courts a notice hearing on the appointment of a successor trustee is 
usually held. In the 85th Congress, the SEC sponsored a bill, H.R. 11586, which 
would have amended § 160, thereby adding a provision requiring that in the event 
the judge appoints additional trustees, cotrustees, or substitute trustees, he shall fix 
a hearing to be held within thirty days after such appointment to consider objections 
to their retention in office; and that notice be given of such hearing to the Securities 
and Exchange Commission and other persons designated in § 161. The proposed 
amendment was not resubmitted to the last session of Congress, since the Commission 


is exploring the possibilities of a joint legislative program with the National Bank- 
ruptcy Conference. 
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submitted to persons from whom authorizations are obtained.'"* The 
analogy of the authority for the Commission’s discretion under the 
Holding Company Act in this regard may be found in section 212 
of Chapter X." Section 212 gives the judge the authority to “re- 
strain the exercise of any power which he finds to be unfair or not 
consistent with public policy.” It would appear that, consistent with 
the recognized duty of a corporation to keep its stockholders periodi- 
cally and adequately informed,’ committees in addition to the in- 
formation usually provided concerning developments in the reorgan- 
ization proceeding, should disclose periodically changes in the fi- 
nancial and business interests of the committee members, as well as 
the committees’ financial position generally. Courts could require 
by rule, or individual judges could order that amended statements 
pursuant to section 211 be filed whenever any substantial changes 
occur. Where changes of a material nature are shown, the judge 
could refuse to hear the committee unless it obtains new authorizations 
after disclosure to security holders of the changed status. 

The sanction of limitation to cost is invoked generally when the 
conflict of interest takes the form of purchasing the securities of the 


debtor during the reorganization or in contemplation thereof. This 
sanction is specifically provided by section 212 of Chapter X and was 
upheld in a section 11 reorganization in S.E.C. v. Chenery.‘ The 
other three sanctions are also applicable to trading but are not limited 
thereto. For example, a Chapter X trustee, like any other trustee, 
could be surcharged for any profits he may derive in personally doing 
business with the estate. This sanction in the context of a reorganiza- 


17117 C.F.R. § 250.62(g) (1) (1949). This section provides: 
(g) Conditions imposed on persons making solicitations, (1) All persons who 
make any solicitation subject to this rule shall submit, if so directed by the 
Commission, annual reports and statements of accounts to the persons from 
whom authorizations are procured. 
172 Section 212, 52 Stat. 895 (1938), 11 U.S.C. § 612 (1958) provides : 
The judge may examine and disregard any provisions of a deposit agreement, 
proxy, power or warrant of attorney, trust mortgage, trust indenture, or deed 
of trust, or committee or other authorization, by the terms of which an agent, 
attorney, indenture trustee, or committee purports to represent any creditor or 
stockholder, may enforce an accounting thereunder, may restrain the exercise 
of any power which he finds to be unfair or not consistent with public policy 
and may limit any claim or stock acquired by such person or committee in 
contemplation or in the course of the proceeding under this chapter to the 
actual consideration paid therefor. 
oy See BALLANTINE, CoRPORATIONS, 388-89 (rev. ed. 1946). See also rules 14a-3(b) 
d (c), pursuant to § 14 of the Securities Exchange Act of 1934, 17 C.F.R. § 
240. 14a-3(b), (c) (Supp. 1959). See also § 30(d) of the Investment Company Act 
of 1940, 54 Stat. 836, as amended, 15 U.S.C. § 80a-29 (1958). 
174 332 U.S. 194 (1947). 
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tion, however, is usually applied to profits obtained from transactions 
in the debtor’s securities. 

Frequently, the most drastic sanction is that of denial of compensa- 
tion. As in the Woods case, this may be applied wherever there has 
been a conflict of interest. In that case, however, costs and expenses 
of the fiduciary which had conflicting interests, as distinct from 
its fees, were not denied. This sanction has also been applied to 
a partial extent through reduction of compensation. Under section 
249 of Chapter X, however, disallowance of compensation and reim- 
bursement of expenses is required where the fee applicant has pur- 
chased or sold the debtor’s securities. 

Where there has been a breach of duty requiring the application 
of any sanction, all sanctions that are relevant may apply. If a 
fiduciary has profited from trading in the debtor’s securities, he should 
be limited to cost on securities which he still retains and surcharged 
for profits derived from those he has sold. 

Thus, in In re Philadelphia @ Western Ry. Co.,** the court both 
surcharged and limited to cost the claims of directors of a corporation 
continued in possession under section 77B of the Bankruptcy Act, 
where they had purchased the debtor’s bonds in the course of the 
reorganization. With respect to the bonds already sold, the court 
surcharged whatever profits were derived from the transaction, where- 
as claims on bonds still retained by directors were limited to cost.’ 

In such a situation if the fiduciary were still occupying a position 
of trust, presumably he should be disqualified and, if he subsequently 
should seek a fee it would have to be denied under section 249 of 
Chapter X. This is not to maintain that whenever one sanction is to 
be applied, there must be an automatic application of other sanctions, 
to the extent they are applicable in the situation. For example, the 
required disallowance of fees for trading in securities under section 
249 of Chapter X is sometimes applied more broadly than the other 
sanctions, the application of which involves discretion. However, 
what is a breach of fiduciary duty for the application of one sanction 
is necessarily a breach of fiduciary duty in the consideration of the 
others. 


175 64 F. Supp. 738 (E.D. Pa. 1946). 

176 64 F. Supp. at 740-41. The district court, however, refused to surcharge profits 
from the sale of bonds which had been bought in good faith prior to the time that 
certain directors assumed office. 
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A. The Conflict in Trading in Securities 


We have earlier summarized the dangers which the Protective 
Committee Study, leading to the adoption of Chapter X, found re- 
sulted from traffic by fiduciaries in securities of a company under- 
going reorganization. Central to the problem was the fact that, as 
the Committee Study noted, “the self-interest of the committee mem- 
ber or his affiliated interest would always be to obtain the best pos- 
sible bargain.” *7 It stated: 


The almost irresistible urge will be for him to buy in light of 
impending ‘bullish’ developments or to sell against proposed ‘bearish’ 
announcements. These developments or announcements frequently 
will be under the control of the committee. Or the committee may 
learn of them as a result of its activity. Whatever their origin, the 
result is that committee members will frequently be placed in a 
position to trade more advantageously than the persons for whom 
they act as trustees or fiduciaries, and from whom they are buying 
or to whom they are selling. Thus it is that a conflict between these 
fiduciaries and their beneficiaries arises. It is nonetheless a conflict 
even though, as subsequent events transpire, the committee members 
may lose rather than gain on the transaction.17* 


The Protective Committee Study also pointed to the difficulty of 
proving the influence of trading upon a fiduciary’s activities or his 
use of inside information, noting: “In these reorganization cases the 
facts are usually blurred.” * Since as the Protective Committee 
Study commented, it “is the exceptional reorganization where the in- 
terests of senior or junior security holders are not pitted one against 
the other,” 1 it characterized trading by a committee in securities 
not represented by it through the use of inside information as “even 
more reprehensible than the practice of trading in the securities or 
certificates of deposit represented by the committee for here the 
fiduciary, in addition to capitalizing on his strategic post is acquiring 
interests adverse to those of his beneficiaries.” 1** 

Similarly in the legislative history of the Holding Company Act, 
trading in the securities of the debtor was condemned in the follow- 


ing language: 


177 Part II, Committees and Conflicts of Interest, supra, note 33, at 513. 
178 [bid. 

179 Tbid. 

180 Jd. at 517. 

181 Jd. at 518. 
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Among the most vicious practices unearthed at the hearings before 
the subcommittee was the flagrant betrayal of their fiduciary duties 
by directors and officers of corporations who used their positions 
of trust and the confidential ray sree which came to them in 
such positions, to aid them in their market activities. Closely allied 
to this type of abuse was the unscrupulous employment of inside 
information by large stockholders who, while not directors and 
officers, exercised sufficient control over the destinies of their com- 


panies to enable them to acquire and profit by information not 
available to others.1® 


This language was quoted by Justice Black in the minority opinion 
in the first Chenery case.** In that case the majority agreed that 
“officers and directors who manage a holding company in process of 
reorganization under the Public Utility Holding Company Act of 
1935 occupy positions of trust,” *** but held that in limiting the par- 
ticipation of their securities purchased during the reorganization to 
cost, the Commission’s reliance upon judicially established “broad 
equitable principles” was unjustified."** After the Commission on 
remand acted in the light of its experience in the application of the 


“fair and equitable” requirements of the Holding Company Act, the 
majority of the Supreme Court sustained the limitation, stating: 


The Commission admitted that the good faith and personal integrity 
of this management were not in question; but as to the management's 
justification of its motives, the Commission concluded that it was 
merely trying to ‘deny that they made selfish use of their powers 
during the period when their conflict of interest, vis-a-vis public 
investors was in existence owing to their purchase program.’ Fed- 
eral’s management had thus placed itself in a position where it 
was ‘peculiarly susceptible to temptation to conduct the reorganiza- 
tion for personal gain rather than the public good’ and where its 
desire to make advantageous purchases of stock could have an 
important influence even though subconsciously, upon many of 
the decisions to be made in the course of the reorganization. Ac- 
cordingly, the Commission felt that all of its general considerations 
of the problem were applicable to this case.1% 


182 Senate Committee on Banking and Currency, Stock Exchange Practices, S. Rep. 
No. 1455, 73d Cong., 2d Sess. (1934). 


188 SEC y. Chenery Corp., 318 U.S. 80, 100 (1943). 

184 Jd. at 85. 

185 Jd. at 88-90. 

186 SEC vy. Chenery Corp., 332 U.S. 194, 206-07 (1947). 
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B. The Statutory Provisions and Commission Rules Respecting 
Trading 


The problem of transactions by insiders in the securities of a cor- 
poration during a section 11 reorganization is dealt with in rule 62. 
This rule prohibits trading by broad categories of individuals as- 
sociated with the solicitation of authorizations in the course of re- 
organization.’** While no specific prohibition, however, is present 
in Chapter X, section 249 denies compensation to “any committee, or 
attorney or other person acting in the proceedings in a representative 
or fiduciary capacity,” who has purchased or sold securities of the 
debtor. Chapter X has detailed provisions as to those who may apply 
for fees,"** including a requirement for a hearing after notice’ 
for the consideration of applications that have been filed. 


The first sentence of section 249 requires that each applicant file 


187 Rule 62(g) (2), 17 C.F.R. § 250.62 (g) (2) (1949) provides: 

No securities of the company or companies in reorganization, or of any 
subsidiary of such company, or of any other associate company thereof which 
may be affected by the reorganization shall be bought or sold by or for the 
account of (whether as principal, agent, trustee or otherwise) any of the 
persons specified in clauses (i) to (v) below, or in any transaction in which 
any such person has any beneficial interest direct or indirect; nor shall any 
investment advice with respect to any such securities be given, directly or 
indirectly, by— 

(i) Any person who makes any solicitation subject to this rule; or 
(ii) Any person connected with any committee or other organization formed 
to act under the authorization so solicited ; or 
(iii) Any company as defined in section 2(a)(2) of the Act controlled by 
any person specified in (i) or (ii) above; or 
(iv) Any company as so defined of which any person specified in (i) or 
(ii) above is an officer, director, partner, or employee; or 
(v) Any person who is a partner or employee of any person specified in (i) 
or (ii) above. 
No person shall make any solicitation subject to this rule, or act in connection 
with any committee or other organization formed to act under the authoriza- 
tion so solicited, in the event of non-compliance with the conditions of paragraph 
(2) above on the part of any such person or of any company having the re- 
lation to such person specified in clauses (iii) and (iv) thereof, or of any 
partner or employer of such person. 
188 See note 167, supra. 
Under Chapter X $$ 241-44, 52 Stat. 900 (1938), 11 U.S.C. §§ 641-44 (1958), a 
referee, special master, trustee and other officers and their attorneys; an attorney 
for the debtor or petitioning creditors, indenture trustee, depositories, reorganization 
managers, committees or representatives of creditors or stockholders, any other parties 
in interest except the SEC and attorneys for any of the foregoing; and creditors and 
stockholders are eligible to apply to the district judge for compensation or reimburse- 
ment out of the debtor’s estate. 
189 In the 85th Congress the SEC sponsored a bill, H.R. 11587, which would amend 
§ 247 by eliminating the requirement that notice of a hearing for the consideration of 
applications for allowances be given to any class of creditors or stockholders which 
is not accorded participation under the plan as confirmed by the court. It is a need- 
less expense to require notice to be given to persons who have no interest in the 
reorganized company and who cannot be affected by the allowances awarded. 
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a sworn statement which shows “the claims against, or stock of, 
the debtor, if any, in which a beneficial interest, direct or indirect, 
has been acquired or transferred by him or for his account, after the 
commencement of such proceedings.” The second sentence of 
section 249 represents a codification of certain decisions under sec- 
tion 77B which, relying on general trust principles developed by 
courts of equity, attempted to deal with the problem.’ It makes 
mandatory the denial of fees and reimbursement of expenses to “any 
committee, or attorney, or other person acting in the proceedings 
in a representative or fiduciary capacity” who has purchased or sold 
securities of the debtor corporation “after assuming to act in such 
capacity.” 

The Commission assisted in drafting section 249 for reorganization 
proceedings in Chapter X because it, “visualized a lot of administra- 
tive difficulties in determining in a particular case whether or not 
actual inside information was used . . . and decided that the best 
practical way of doing it was to broaden the base a little bit and 
establish a rule of thumb.” 2% 

No such absolute rule of thumb was enacted with respect to limi- 
tations to cost and accountings by fiduciaries, but section 212 
specifically empowers the Chapter X judge to enforce an accounting 
under a deposit agreement, trust indenture, etc., and to “limit any 
claim or stock” acquired by an “agent, attorney, indenture trustee, 
or committee in contemplation or in the course of the proceeding . . . 
to the actual consideration paid therefor.” 

Under section 11, the Commission’s powers over fees derive for 
the most part from its authority to pass upon the fairness of a plan.’ 
Rule 62 does not cover as many persons as section 249. It does not 
apply where there has been solicitation of no more than 25 security 
holders;*™* nor does it in terms bar allowances for compensation to 
persons subject to the rule on the ground of their trading, although 


190 Section 249, 52 Stat. 901 (1938), 11 U.S.C. § 649 (1958). 


191 See In re Paramount-Publix Corp., 12 F. Supp. 823 (S.D.N.Y. 1935), rev'd on 
other grounds, 83 F. 2d 406 (2d Cir. 1936) ; and In re Republic Gas Corp., 35 F. Supp. 
300 (S.D.N.Y. 1936). 

192 See statement of Commissioner (now Justice) Douglas in Hearings on H.R. 
8046 Before the House Committee on the Judiciary, 75th Cong., 1st Sess. 184 (1937). 

193 See note 28, supra. 

194 Rule 62B-1, 17 C.F.R. § 250.62 (b) (1) (1949): 

Paragraph (a) of this rule shall not apply to a solicitation of not more than 
twenty-five owners of securities or claims (or of such larger number as the 
Commission for cause shown may, by order, authorize in any case) by any 
person, either alone or in cooperation or conjunction with others. For the 
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the Commission disallows claims for fees by members of a committee 
who have traded in violation of the rule.” As we have seen in the 
reference to the Chenery case, relying upon the “fair and equitable” 
requirements of the statute, the Commission has also applied the 
sanction of limitation to cost in section 11 proceedings.’ 

Rule 62(g)(2) specifically prohibits trading by the persons sub- 
ject to the rule not only in the securities of the company being re- 
organized but also in securities “of any subsidiary of such company, 
or of any other associated company thereof which may be affected 
by the reorganization.” The same reasons which bring about a con- 
flict of interest when a fiduciary trades in the debtor’s securities are 
applicable with respect to his trading in the securities of such sub- 
sidiary companies. Accordingly, under section 249, even though 
there is no express reference to such companies, trading therein has 
been held to preclude a fee.’** Although one of the cases so holding 
appeared to rely upon the “direct or indirect” language in section 
249,'°8 it would seem that the same result could be reached without 
this language, whether under section 249 or the equitable principles 
underlying that section,’® and that such trading could also impel 
the imposition of other sanctions. 


purpose of computing such number of owners, all persons having any legal 
or beneficial interest in any specific security or claim shall be counted as only 
a single owner. 

195 See Long Island Lighting Co. 34 S.E.C. 600, 618-20 (1953); Eastern Gas 
and Fuel Associates, 35 S.E.C. 150, 157-58 (1953). 

196 See the Commission’s final opinion in this case in Federal Water & Gas Corp., 
28 S.E.C. 174 (1948). 

197 Jn re Midland United Co., 64 F. Supp. 399 (D. Del. 1946), aff'd, 159 F.2d 
340 (3d Cir. 1947) ; In re Central States Electric Co., 206 F. 2d 70 (4th Cir. 1953). 

198 Jy re Midland United Co., supra note 197, at 416. The district court in the 
Midland case expressly based its view upon the suggestion in In re Philadelphia & 
Reading Coal & Iron Co., 61 F. Supp. 120, 128 (E.D. Pa. 1945), that: “the ‘direct or 
indirect’ provision of Section 249 refers, I think, to the character of the interest 
acquired or transferred by the claimant for compensation—for example, trading in 
stock of a holding corporation owning stock or bonds of the debtor.” 

199 In the Midland case, supra, note 197, the opinions of the district court and the 
Court of Appeals for the Third Circuit seem to differ with respect to the rationale 
underlying the denial of compensation for trading in the stock of subsidiaries. The 
district court, 64 F. Supp. at 415-16, appears to have regarded the very fact of trading 
in the securities of a subsidiary as sufficient grounds for denial of compensation under 
§ 249. Thus, in 64 F. Supp. at 416, the court stated: 

The holder of securities of a subsidiary or an affiliate of a debtor is in an 
adversary position to the debtor in the sense that the debtor’s equity in the assets 
of the subsidiary or the affiliate necessarily is subordinate to his own. The 
interest of such a security holder cannot parallel that of the debtor and there- 
fore, if the security holder be a fiduciary of the debtor he has placed himself 
in a position of conflict. Indeed the fiduciary of a debtor by purchasing the 
securities of its underlying companies might render a reorganization a practical 
impossibility by foreclosing upon the assets of a subsidiary, thus depriving the 
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C. Activities Considered “Trading” 


The prophylactic philosophy underlying section 249 is reflected 
in decisions pertaining to the scope of its applicability. Thus courts 
have held that single transactions have been sufficient to invoke the 
sanction of the section. In In re Arcade Malleable Iron Co.,2 where 
the petitioner bought two bonds of the debtor in one transaction “in 
entirely good faith,” and in Im re 188 Randolph Building Corp.,?” 
where a single sale of bonds was involved, the courts, applying sec- 
tion 249, denied compensation. 


Similarly, good or bad faith, the presence or absence of profit, 
or proven inside information are all immaterial in determining 
whether fees should be denied under section 249 because of transac- 
tions in the debtor’s securities. Thus, in 1m re Norwalk Tire & Rubber 
Co.,? four transactions entered through “inadvertence of a clerk” 
and which involved “a nominal profit . . . of not over $65” were held 
to be sufficient to deny compensation. In that case Judge Hincks 
pointed out that “Section 249 . . . leaves no room for judicial dis- 
cretion” and that “those who volunteer their assistance in the ex- 
pectation of compensation under the Act must be deemed to do so 
subject to the rigid conditions which the Act imposes.” *% 


In In re Reynolds Investing Company ,?* compensation was denied 
pursuant to section 249 to a fiduciary for services rendered to one 


debtor of equity. Congress was aiming at a number of evils including those iust 
described. It is not a defense in the instant case to assert that no damage or 
injury to the debtors was intended or effected and that the reorganization was 
not impeded by the purchases of securities by the fiduciaries. The point is 
that a fiduciary must not subject himself to conflicting interests. 
On the other hand the court of appeals, 159 F. 2d at 344-49, concluded that denial 
of compensation for trading in the securities of a debtor’s subsidiaries is not justified 
without a showing of an “actual” conflict of interest. Thus, the court stated, 159 
F.2d at 345: 
We do not believe, however, that the stricter rule promulgated in Section 249 
against trading in the stock of the debtor, even where no conflict existed, can 
be extended by judicial interpretation to cover the stock of subsidiaries or 
affiliates of the debtor in reorganization in the absence of a conflict of interest. 
The court, however, affirmed the denial of compensation by the district court finding 
an actual conflict of interest in the trading and also relying on equitable principles 
“enunciated in the Woods and Avon Park cases” at 159 F.2d at 346-47. 


200 35 F. Supp. 461, 462 (D. Mass. 1940). 
201 151 F.2d 357 (7th Cir. 1945). 
202 96 F. Supp. 274, 276 (D. Conn. 1951). 


203 And see 6 Cottier, BANKRUPTCY 4586 (14th ed. 1947); In re Midland United 
Co., supra note 197, at 415-17; In re Philadelphia & Reading Iron & Coal Co., supra 
note 198. 


204 130 F.2d 60 (3d Cir. 1942). 
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committee, where he had previously traded at a time he had repre- 
sented another committee. 


In the recent case of Third Avenue Transit Corporation, Inc.?* 
the sale of the debtor’s securities was claimed to be a foreclosure of a 
pledge and it was urged that section 249 should not be applicable. 
The Court of Appeals for the Second Circuit disagreed, stating: 


It would seem that any disposal of securities of the debtor pur- 
suant to a pledge arrangement instituted after the applicant had 
assumed a representative or fiduciary capacity in a reorganization 
must fall within the class of transactions absolutely prohibited. Sale 
by the pledgee is of course pursuant to a power of sale granted by 
the owner; and such a pledge may often operate in practical effect 
as a ‘stop loss order’—an order to a broker to sell if the market 
value of the securities drops below a specific price. If one exercis- 
ing the perquisites and receiving the benefits of ownership can 
thus easily avoid the statutory bar by the form chosen for the 
particular transaction, its deterrent effect is largely dissipated.?* 


The drastic nature of this remedy is indicated by the fact that the ap- 
plicant who had pledged the securities was considered to have made a 
very significant contribution to the reorganization of a large mass 
transportation system in New York City. 


The broad definition of trading established by these cases would 
appear to be equally pertinent in the application of the other sanc- 
tions. Where there is not the absolute bar of section 249, however, 
the fact that trading has been spasmodic or has resulted in conflicts of 
interest not considered “acute” was at one time taken into considera- 
tion by the Commission under the Holding Company Act in some 
cases involving the sanction of limitation to cost.”* The Commis- 
sion in 1947 announced however that the fact that a conflict might 


205 266 F.2d 862, petitions for cert. pending. 
206 Jd. at 867. 


207 Cities Service Co., 26 S.E.C. 678, 691-95 (1947) and American States Utilities 
Corp., 26 S.E.C. 718 (1947). The Cities Service case involved trading both before 
and during the § 11 reorganization by officers and directors of the reorganization. 
In the American States Utilities case, officers and directors of a holding company 
sold and purchased securities during the period of formulation and proposal of plans 
of reorganization. With respect to the trading in the Cities Service case by directors 
and officers, the Commission concluded at page 694 that: “the trading here involved 
did not create a conflict as acute or carry as great a degree of potential danger in 
the interests of other investors and to the integrity of the reorganization process as 
that created by the concerted purchase program involved in the Federal Water Service 
{Chenery] case.” For similar views of the Commission in the American States Utilities 
case, see 26 S.E.C. at 728-30. 
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appear not to have been “acute” would, as to future trading, not be 
taken into consideration.” 


D. Trading Prior to Reorganization 


The Commission has contended in Chapter X proceedings that the 
conflicts of interest inherent in trading transactions were present once 
the debtor became insolvent, whether the trading was undertaken 
while the corporation in need of rehabilitation was or was not under- 
going reorganization. In Manufacturers Trust Co. v. Becker,?® the 
Supreme Court refused so to hold on the facts of that case, which 
involved an arrangement under Chapter XI of the Bankruptcy Act. 
It noted, however, Judge Learned Hand’s suggestion in the opinion 
below that, “a director free from all potential self-interest would be 
more likely to initiate liquidation proceedings or to effect a debt 
settlement than one not wholly disinterested,” **° and indicated that 
its decision was not meant to preclude raising this contention again 
on a proper record. Shortly thereafter, the Court of Appeals for 
the Seventh Circuit affirmed a district court’s decision, which, under 
section 212, limited to cost a claim based on bonds purchased by a 
member of a bondholders’ committee prior to the reorganization pro- 
ceeding.*" As noted above, section 212 specifically refers to securities 
acquired in contemplation of the reorganization. 


208 Apparently the Commission did not then feel free to resolve borderline cases 
against persons engaged in trading activities in the absence of a warning through the 
ge vgpae of a rule or the announcement of a policy. As it stated, 26 S.E.C. at 
695, n.23: 
We have considered whether our original decision in the Federal case [Chenery], 
or our decision on remand recently upheld by the Supreme Court, should be 
treated as affording prospective notice to the industry of an intention to impose 
the sanction of limitation to cost in the event of less aggravated instances of 
management trading in reorganization situations. Most of the trading involved 
in the instant case occurred between the dates of our first and second Federal 
decisions. In view, however, of our express disclaimer of the announcement of 
a general rule, the reversal of our earlier decision, and the litigation concerning 
the decision on remand, it has seemed fairer not to treat either decision as 
an announcement of a prospective principle to be applied in situations where the 
conflict of interest was not as clear as in the Federal case itself. 

See also Federal Water & Gas Corp., supra note 196, at 184-85, where notice of this 

newer and stricter policy with respect to trading was reiterated in the Commission’s 

final decision in the protracted Chenery litigation. 

209 338 U.S. 304 (1949). 

210 338 U.S. at 315. 

211 Jy re Franklin Building Co., 83 F. Supp. 263, aff'd, 178 F.2d 805 (7th Cir. 1949), 
cert. denied, 339 U.S. 987 (1950). These claims were purchased by a member of a 
bondholders committee from 3 to 10 years prior to the institution of the Chapter X 
proceeding but after there had been a default in interest and a trustee chosen by the 
committee was in control of the debtor’s property. 
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Trading in securities in contemplation of a Chapter X reorganiza- 
tion can also bring about a denial of fees under section 249 if the 
person trading assumed to act in a fiduciary or representative capacity 
prior to the proceeding.” 

In cases under section 11 of the Holding Company Act the Com- 
mission has indicated that trading prior to the reorganization by 
fiduciaries may be as serious as trading after the proceeding has begun, 
if the trading was in contemplation of the proceeding. The Com- 
mission has noted 


that a determination whether past transactions in securities of 
companies subject to reorganization under Section 11 were or might 
be influenced by the imminence of a plan, or did affect or might 
have affected the terms or timing of the reorganization, are ex- 
tremely difficult to make . . . . The factors involved are largely 
subjective questions of intention and motivation of individuals and 
the evidence affecting such questions seldom can be procured except 
from the persons who themselves have engaged in the transaction 
and stand to profit by them.?"* 


E. Approval of Trading 


The last sentence of section 249 ends with the clause “or by whom 
or for whose account such claims or stock have, without the prior 
consent or subsequent approval of the judge, been otherwise acquired 
or transferred.” Fee applicants have sometimes sought to place re- 
liance on this clause in seeking judicial approval of their purchases 
or sales. But the “prior consent or subsequent approval” relates not to 


212 Matter of Cosgrove-Meehan Coal Corp., 136 F.2d 3 (3d Cir. 1943), cert. denied, 
320 U.S. 777 (1943). Although the reporting requirement in the first sentence of 
§ 249 relates only to securities purchased or sold “after” the commencement of the 
proceeding, the ban on compensation in the second sentence relates to persons “who 
at any time after assuming to act’ in a representative or fiduciary capacity purchase 
or sell securities of the debtor. (Emphasis added.) A person can assume to act in a 
representative or fiduciary capacity prior to his filing of a formal appearance. In re 
Equitable Office Bldg. Corp., 83 F. Supp. 531, 562 (S.D.N.Y. 1949). 

213 Cities Service Corporation, supra note 207, at 694-95. For that part of the 
trading which occurred prior to the reorganization, the Commission did not limit the 
claims of officers and directors to costs because it found that “no substantial relation- 
ship between trading . . . and the reorganization now before us is evident from 
the record.” 26 S.E.C. at 691. See also Middle West Corp., 27 S.E.C. 195 (1947) 
which involved a parent purchasing stock in its subsidiary prior to the § 11 reorganiza- 
tion where the Commission, noting that the last stock purchases by the parent were 
made approximately four years prior to § 11(b)(2) proceedings found that there 
was no indication “that Middle West’s purchases were made with particular reference 
to any future reorganization of Nor West (its subsidiary).” 27 S.E.C. at 224-25. 
The Commission rejected the contention that any trading after passage of the Hold- 
ing Company Act was necessarily in contemplation of reorganization, Ibid. 
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purchases or sales but only to claims or stock “otherwise acquired 
or transferred.” And no exemption from section 249 is available for 
purchases and sales. The Court of Appeals for the First Circuit?" 
held in response to a contrary construction: 


The construction contended for does violence to the plain 
language of the Section [Section 249] and is not in harmony with 
its legislative history and the manifest purpose of Congress. 

Had Congress intended to give the judge authority to approve 
all acquisitions and transfers, including purchases and sales, it would 
have been a simple thing to say so. The differentiation between 
purchases and sales, as one classification, and securities ‘otherwise’ 
acquired or transferred, as another, would be unnecessary unless 
they were to be separately treated—as they are by our construction. 


And the Court further stated: 


[T]he language referring to claims or stock ‘otherwise acquired 
or transferred’ was stated in the report of the hearings before the 
subcommittee of the Senate to be for the purpose of covering a 
situation where a fiduciary during the proceeding might involuntari- 
ly acquire stock or bonds of the corporation as by a bequest. See 
Hearings before a subcommittee of the Committee on the Judiciary, 
United States Senate, 75th Congress, 2d Session, on H.R. 8046, pp. 
80, 81, 124, 125.215 


In section 11 reorganizations the Commission has on occasion 
exercised its discretion under rule 100 to grant exemptions from the 
trading ban in rule 62. Thus, the Commission has allowed brokerage 
firms, some of whose partners were members of a committee, thereby 
subjecting these firms to rule 62, to buy or sell securities of the com- 
pany in reorganization for the account of others on unsolicited orders 
in the ordinary course of business and also to render investment advice 
concerning such securities to any accounts with respect to which 
they were fiduciaries.*** These exemptions reflected the Commission’s 


214 Otis & Co. v. Insurance Building Corp., 110 F. 2d 333 (1st Cir. 1940). 
215 110 F.2d at 335. 


216 Edward Hopkinson, Jr., 13 S.E.C. 404, 407-10 (1943). Other cases in which the 
Commission has granted exemptions from rule 62 on similar grounds include: 
Godfrey B. Simonds, 16 S.E.C. 116 (1944), where the Commission granted partial 
exemptions from rule 62 allowing two banks, officers of which were members of a 
committee, to trade in behalf of, and to render investment advice concerning the 
issuer’s securities to accounts for which the banks were fiduciaries, and to buy and 
sell in response to unsolicited orders in the normal course of business; William C. 
Langley, SEC Holding Company Act Release No. 8816, January 28, 1949, where 
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conclusion that executing unsolicited orders was devoid of that 
element of discretion which might result in profit by access to inside 
information** and, on the facts of the particular case, that it was 
necessary to grant these exemptions in order to obtain the adequate 
representation which the security holders needed.*** Similarly, in 
recognition of a state’s requirement that “the assets of life insurance 
companies are required at all times to be at the disposition of its 
board of directors,” the Commission allowed a life insurance com- 
pany, whose vice-president was a member of a committee, to trade 
in the securities of a company undergoing a section 11 reorganiza- 
tion.?”® Other cases involved investment houses and brokers who 
proposed to assist and cooperate with the committees in disseminating 
information regarding the plan and soliciting assents thereto.””° In 
these cases exemptions from rule 62 were granted, “to the extent 
that assistance in this solicitation might be interpreted as subjecting 
the cooperating investment houses and brokers to disqualification 
from the possibility of participating” **" in the underwriting and sale 
of the common stock of the company undergoing section 11 reorgan- 
ization. 

The less rigid approach followed in section 11 cases may result 
partly from the ban on trading under rule 62, and partly from the 
procedural flexibility provided by that rule, which as we have noted, 
permits conditioning of exemptions granted*’ and provides greater 
opportunity to oversee all activities involved. 


the Commission allowed brokerage firms, some of whose partners were members of 
committees to buy and sell securities in response to unsolicited orders in the normal 
course of business; Benjamin F. Gray, SEC Holding Company Act Release No. 
9687, February 17, 1950, where the Commission allowed trading in response to 
unsolicited orders by a brokerage firm, one of whose partners was a financial 
adviser to a committee. 

217 13 S.E.C. at 408-09. 

218 Jd. at 409. 

219 William C. Langley, SEC Holding Company Act Release No. 8077, Mar. 26, 
1948. 

220 Community Power and Light Co., 11 S.E.C. 762, 797 (1942). See also Southern 
Union Gas Co., 12 S.E.C. 117, 146 (1942). 

221 Southern Union Gas Co., 12 S.E.C. at 146. 

222 See e.g., Edward Hopkins, 13 S.E.C. 404, 410 (1943) and Godfrey B. Simonds, 
16 S.E.C. 116, 118 (1944). Typical of the conditions imposed by the Commission in 
granting these exemptions are those in the Simonds case, 16 S.E.C. 118 which are as 
follows : 

That Industrial Trust Company and the Blackstone Canal National Bank of 
Providence shall file a report with the Commission on or before the 10th day 
after the close of each calendar month from the effective date of this declara- 
tion disclosing their purchases and sales of securities of The Rhode Island Public 
Service Company and its associate companies within the preceding calendar 
month, the amount of consideration paid or received in such transactions and 
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F. “Trading” by Relatives and Associates 


The words, “beneficial interest, direct or indirect,” are used with 
respect to transactions in the debtor’s securities in both section 
249 of Chapter X and rule 62 under the Holding Company Act. The 
statute and rule have been uniformly interpreted to preclude an al- 
lowance to an attorney or committee member whose wife had 
traded in the debtor’s securities with his knowledge.?** This con- 
clusion rests on the proposition that: 


[A]s a practical matter, an economic benefit to a wife is in- 
directly an economic benefit to a husband, at least when husband 
and wife are living together as a family unit, and on the further 
proposition that when a wife, with her husband’s knowledge, trades 
in a stock represented by a committee of which the husband is a 
member, the husband cannot possibly be as disinterested in his role 
of committee member as one in a fiduciary capacity ought to be.?*# 


In the Midland United case, the court denied compensation to a 
fiduciary whose wife with his entire approval and knowledge had 
traded in the securities of a subsidiary of the debtor, stating that, “It 
is clear that the bankruptcy court was justified, in the exercise of its 
proper powers, in extending the principles applicable to the conduct 
of the fiduciary to the fiduciary’s wife.” **° 

When no knowledge is shown, the decisions have not been uniform. 
Judge Learned Hand, writing for the Court of Appeals for the 
Second Circuit in Nichols v. S.E.C., refused to sustain the Commis- 
sion’s holding that rule 62 is an absolute bar to an allowance for fees 
for a committee member whose wife and daughter traded in the 
debtor’s securities without his knowledge.*** The Court, however, 


the capacities in which said companies were acting in connection with any 
such purchase or sale. 

If it appears to the Commission, on the basis of the information supplied 
pursuant to condition (1) above, that the continuance of the partial exemption 
herein granted is not in the public interest or the interest of investors, the Com- 
mission may institute further action herein to revoke said partial exemption 
by service of its notice for hearing and by said notice for hearing may suspend 
said partial exemption pending a hearing and determination. 

223 See In re Midland United Co., 64 F. Supp. 399, 416 (D. Del.), aff'd, 159 F.2d 
340 (3d Cir. 1946) ; In re Inland Gas Corp., 73 F. Supp. 785, 791 (E.D. Ky. 1947), 
and Matter of Third Avenue Transit Corp. 266 F.2d 862 (2d Cir. 1959). 

224 S.E.C. v. Dumaine, 218 F.2d 308, 315 (1st Cir. 1954). 

225 159 F.2d at 347. 


226 Nichols v. S.E.C., 211 F.2d 412, 416-18 (2d Cir.) cert. denied, 348 U.S. 827 
(1954). See also In re Philadelphia & Reading Iron & Coal Corp., supra, note 198, 
at 128, wherein the court held that lack of knowledge of a fee applicant of his wife’s 
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recognized, “There are transactions, in which the evidence of wrong- 
doing is so inaccessible that they may be absolutely banned . . . but 
if more than a burden of proving innocence is to be imposed, at least 
the rule must expressly advise the applicant of his risk in advance 
and declare whose dealings shall have that effect.” 7 Subsequently, 
the Court of Appeals for the First Circuit in the Dumaine case, sug- 
gested that the Commission, “might by rule categorically forbid a 
wife’s personal trading®*® . . ., since evidence of collusive action by 
husband and wife is ordinarily inaccessible and only by such a rule 


could disinterestedness on the part of committee members be as- 
sured.” 279 


Trading may, of course, bring into play other sanctions. Thus 
courts have limited to cost claims against the debtor purchased by a 
corporation dominated by the fiduciaries.*° The courts have been 
reluctant, however, to impose the sanction of limitation to cost upon 
securities purchased by a wife or child of the fiduciary. In re Franklin 
Building Co.,?** the wife, daughter, and son of a committee member 
were permitted to profit on their purchases of securities of the debtor 
corporation, despite the fact that the committee member had directed 
the purchases.’ This seems inconsistent with the decisions which 


trading was enough to keep the trading in question without the purview of § 249. 
The court rejected the Commission’s view that trading by a wife is equivalent to trad- 
ing by a husband. It stated, “It might be desirable to reframe the statute to read 
that way, because it would eliminate opportunities which now exist to nullify its pro- 
visions. I do not think that trading by a wife without the consent, advice or knowledge 
of the husband is trading by him or for his account either directly or indirectly.” 
For the Commission’s opinion in the Nichols case see Long Island Lighting Co., 
24 S.E.C. 600, 618, 620 (1953). 
227 211 F.2d at 417. 


228 Judge Woodbury, in making this suggestion, may have inadvertently placed an 
improper limitation upon the application of the rule when he stated that the Com- 
mission might propose a rule categorically forbidding a wife’s trading in securities 
“represented by a committee on which her husband was serving.” It is submitted 
that the prohibition with respect to the wife’s trading should not be limited to the securi- 
ties represented by the husband’s committee but should include all the securities of 
the company and its affiliates. Rule 62, under which the Dumaine case arose, clearly 
indicates that the prohibition against trading pertains to the affiliates of the com- 
pany, as well as any and all securities of the company itself. 

229 218 F.2d at 315. 


230 See In re The Van Sweringen Co., 119 F.2d 231 (6th Cir.), cert. denied, 
Terminal & Shaker Heights Realty Co. v. The Van Sweringen Co., 314 U.S. 671 
a ; In re Norcor Mfg. Co., 109 F.2d 407 (7th Cir.), cert. denied, 310 U.S. 625 

1940). 

231 178 F.2d 805 (7th Cir.), cert. denied, 339 U.S. 978 (1949). 

232 The question whether the wife and daughter of a fiduciary should be subject 
to the limitation to cost of the claims was presented in Manufacturers Trust Co. v. 
Becker, 338 U.S. 304 (1949), but was not reached by the Supreme Court. 
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have denied compensation under section 249 to fiduciaries whose 
wives have traded with their knowledge. 


In Mosser v. Darrow, a trustee was surcharged for profits made 
by his confidential employees, who with his approval and knowledge, 
dealt with the securities of the debtors undergoing reorganization.** 
The employees’ trading took the form of purchasing bonds of the 
debtors at a substantial discount and presenting them for retirement. 
The trustee was surcharged despite the fact that the debtor incurred 
no loss, the estate had actually benefited from the trustee’s retirement 
policies, and the trustee himself derived no personal profit.?** It was 
nevertheless held that “he entered into an arrangement which courts 
cannot sanction unless they are to open the door to practices which 
would demoralize trusteeships and discredit bankruptcy administra- 
tion.” > In Manufacturers Trust Co., v. Becker, however, the 
Supreme Court held that one who merely occupied a desk in the 
office of an officer of the debtor in possession under Chapter XI of the 
Bankruptcy Act was not subject to limitation to cost in his purchases 
of the debtor’s securities. On the other hand, where a partner in a 
law firm which represented the debtor had traded in the debtor’s 


securities, the firm was denied compensation under section 249, the 
court stating that “each member of a law firm should share the re- 
sponsibility for the individual acts of another partner or other 
partners;” *** otherwise, the court noted, section 249 could be easily 
evaded. A chairman of a preferred stockholders’ committee was 


233 341 U.S. 267 (1951). 


234 As the Court noted, 341 U.S. at 275: 
In fairness to the trustee, it is to be noted that there is no hint nor proof 
that he has been corrupt or that he has any interest, present or future, in the 
profits he has permitted these employees to make . . . but he entered into 
an agreement which courts cannot sanction unless they are to open the door 
to practices which would demoralize trusteeships and discredit bankruptcy 
administration. 
Subsequently, the trustee petitioned the bankruptcy court to recover from the employees 
who traded the amount for which he was surcharged. The district court denied the 
petition. On appeal, however, the Court of Appeals for the Seventh Circuit reversed, 
Matter of Federal Facilities Realty Trust, 220 F.2d 495 (7th Cir. 1955). As the court 
stated, 220 F.2d at 500: “Darrow who has been surcharged through no fault of his 
own, is entitled to be subrogated to all rights of the estate as a claimant against the 
fund in the custody of the court now earmarked . . . [for those employees] .. .” 
(Emphasis added.) For interesting procedural questions which subsequently arose 
in this litigation, see Matter of Federal Facilities Realty Trust, 227 F.2d 651 (7th 
as _— and In re Federal Facilities Realty Trust, 140 F. Supp. 522 (N.D. IIl. 
235 341 U.S. 267, 275 (1951). 


041) In re Los Angeles Lumber Products Company, 37 F. Supp. 708, 711 (S.D. Cal. 
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similarly denied compensation under section 249 where a securities 
firm in which he was a partner had purchased and sold securities in- 
volved in the reorganization for its own account.”*’ And the president 
of a corporation which profited from arbitrage transactions in securi- 
ties of the debtor’s subsidiaries was denied compensation by reason of 
section 249, even though “he did not receive any monetary profit 
from these transactions.” 7°8 

Under the Holding Company Act, rule 62 expressly covers in- 
dividuals so associated with the fiduciary. Rule 62(g)(2)(D) & (E) 
provide that any company with which the persons or committee 
member making the solicitation is associated as an officer, director, 
partner, or employee, and any individual who is a partner or employer 
of any such person or committee member are prohibited from trading. 
Rule 62(g) (2) (B) also provides that a person “connected with any 
committee” is barred from trading. 


In passing upon questions of trading by others than the fiduciary 
himself there seems to be some tendency on the part of the courts to 
take into account the nature of the fiduciary relationship. In the 
first Chenery case Justice Frankfurter stated that,?*° “to say that a 
man is a fiduciary only begins analysis; it gives direction to further 


inquiry.” In Mosser v. Darrow, the case in which perhaps the harshest 
sanction has been applied for trading by others than the fiduciary 
himself, Justice Jackson emphasized that what was there involved 
was, “a strict trusteeship, not one of those quasi-trusteeships in which 
self-interest and representative interests are combined.” He added: 


Equity tolerates in bankruptcy trustees no interest adverse to the 
trust. This is not because such interests are always corrupt but 
because they are always corrupting. By its exclusion of the trustee 
from any personal interest, it seeks to avoid such delicate inquiries 
as we have here into the conduct of its own appointees by exacting 
from them forbearance of all opportunities to advance self-interest 
that might bring the disinterestedness of their administration into 
question.“ 


But it would seem that the same “delicate inquiries” should be avoided 
wherever a person serves in a fiduciary relationship, and if trading by 


237 In re Mountain States Power Co., 118 F.2d 405, 407 (3rd Cir. 1941). 
238 In re Midland United Co., supra note 197, at 412-13, 417. 

239 318 U.S. 80, 85-86 (1943). 

240 341 U.S. 267, 271 (1951). 
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a committee member during the reorganization is improper—and the 
courts are agreed that it is—there would seem to be no more reason 
why he should escape the imposition of sanctions for having directed 
trading in a “family enterprise,” as occurred in the Franklin Building 
case, than a trustee whose employees have been trading.*** 

It is submitted that both rule 62 and section 249 should be inter- 
preted to cover trading by members of a fiduciary’s immediate house- 
hold or office, regardless of proof of the presence or absence of 
knowledge of the fiduciary himself.?** Similarly other sanctions, such 
as limitation to cost or an accounting for profits should normally 
be applied in these situations. Whether these conclusions are reached 
because of the fiduciary’s economic, and hence beneficial, interest in 
such trading or whether they are premised upon the intimacy which 
characterizes the relationships of members of an immediate household, 
they avoid the central problem that evidence of the fiduciary’s knowl- 
edge of his immediate relative’s trading is at best elusive and often 
inaccessible.*** And indeed, the fiduciary may be trading in the name 
of his relative. These conclusions are based upon recognition of the 
pressure which can be placed upon the integrity of even the most 
faithful fiduciary by intimate family or business relationships rather 
than, “a revival of the unitary liability of the archaic sib.” *** 

The approach suggested above was not completely rejected in the 
Nichols case, for Judge Hand implied that were the fiduciary fore- 
warned an absolute bar would be more justifiable.?** Whether fore- 
warned or not, the prophylactic character of rule 62 and section 249, 


241178 F.2d 805 (7th Cir. 1950). The dissenting judge in the Franklin Building 
Company case pointed out “that the acquisition of these bonds was a family enter- 
prise directed by [the committee member] who had complete discretion and au- 
thority to make purchases.” 178 F.2d at 809. 

242 Collier appears to agree with this view, stating: 

Considering the rigorous purpose of the statute and the realities of life, the 
preferable view would seem to be that aside from exceptional circumstances, for 
example an estranged spouse trading in the securities independently—such 
transactions should be disqualifying; otherwise a fertile field would be open 
to a fiduciary to profit the members of his family and thus to enhance his own 
economic position by reason of his status as a beneficiary. 6 CoLLierR, BANK- 
ruptcy 4590 (14th ed. 1958). 
243 See S.E.C. v. Dumaine, 218 F.2d 308 (1st Cir. 1954). 


244 Furthermore, Judge Hand’s concern in Nichols v. S.E.C., 211 F.2d 412, 416 
(2d Cir. 1954), lest the courts return to “archaic” legal concepts with respect to the 
status of husband and wife should not be carried so far as to cloud recognition 
of the fact that in a great majority of instances husband and wife do constitute a 
single economic unit. 


245 Td. at 417. 
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“may well work harshly in individual cases.” *4* Nevertheless, as the 
courts have recognized in many other instances of purchases or sales 
by fiduciaries, the hardship which this rule imposes is justified by the 
possible abuses it is designed to eliminate. Accordingly, the Court 
of Appeals for the Second Circuit in In re Third Avenue Transit 
Corp., recently stated: 


In Section 249 of the Bankruptcy Act Congress clearly intended 
drastic results and thought them necessary to eliminate the serious 
abuses of insider information which had long been existent in equity 
reorganization. . . . In the past excuses of inadvertence or de minimis 
have not been permitted to undermine the section, and we do not 
feel we can narrowly constrict it here.?47 


Beyond the area of immediate household relationships, a different 
approach may be called for. For example, in Berner v. Equitable 
Office Building,*** where counsel for several common stockholders 
with large holdings had given his “advice and consultation” to his 
brother-in-law who had traded in the debtor’s securities, the court 
held that the attorney had not been shown to have acquired a “bene- 
ficial interest” in the securities so traded and, therefore, section 249 
did not apply. The same court also held that trading by a sister of 
a fiduciary, who was not part of his household, without the latter’s 
knowledge, would not bar a fee under rule 62 of the Holding Com- 
pany Act.*° Unquestionably, as these cases indicate, a line limiting 
the application of the absolute bar must be drawn somewhere in the 
range of relationships involving the fiduciary. 

However, the Berner case stated that the burden of satisfying the 
court that the fiduciary had a beneficial interest in the trading of a 


246 Jn re Third Avenue Transit Corp., 266 F.2d 862, 868 (2d Cir. 1959) ; petitions 
for cert. pending. 


247 [bid. 
248 175 F.2d 218 (2d Cir. 1949). 


249 Nichols v. S.E.C., 211 F.2d 412, 416 (2d Cir. 1954). The court quoted from 
the fee applicant’s letter to the SEC with respect to his sister’s trading as follows: 
“I had no knowledge of my sister’s purchase of stock in the Long Island Lighting 
Company ; I had no interest direct or indirect therein and I had no control over my 
sister’s actions. My sister, who is a woman of middle age, manages her own affairs 
and asks no advice from me.” On the basis of this and other evidence, the court con- 
cluded that, “the most elemental consideration of justice compels us to assume that, like 
Nichols, he knew nothing of his sister’s dealings, and that he had no beneficial 
interest in them.” The court’s reference to “Nichols” related to an instance of 
trading by the wife, wherein it was alleged that the husband had no knowledge. It 
seems far more plausible that a brother who does not live with his sister would 
not have knowledge of his sister’s trading than to conclude that a husband who lives 
with his wife would be ignorant of his wife’s securities transactions. 
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third person was upon the party seeking to compel the application 
of section 249. As indicated above, we believe this proposition should 
not apply to members of the immediate household of the fiduciary, 
whatever merit it might have with respect to the brother-in-law and 
sister involved in the Berner case. But we submit that even where 
such relatives are involved, the burden of going forward should shift 
to the fee applicant upon proof of their transactions, particularly 
where, as in Berner, it has been shown that they traded at the fiduci- 
ary’s suggestion. In placing a greater burden of proof on the third 
party, the difficulties inherent in ascertaining the fiduciary’s implica- 
tion in the trading of a close relative are almost, if not equally, as 
great as those involving immediate relationships. Just as it is the duty 
of the fee applicant to establish the value of his services to the estate,” 
so, in view of the nature of an application for fees, should it be his 
duty as a prerequisite to an award, to prove the necessary freedom 
from conflicting interest, where circumstances pointing to a con- 
flict have been shown.?54 


The court’s conclusion with respect to burden of proof appears 
to have been influenced by the fact that the shares purchased were 


of the same class as those Berner had undertaken to represent. The 
court assumed that for this reason his loyalty to others was not im- 
paired; and that he committed “a wrong limited to those who sold. 
Indeed, as to other members of the class, such a purchase would tend 
rather to increase his loyalty since he had acquired an interest of his 
own which was coincident with theirs.” *? This approach fails to 
recognize that the danger of disloyalty exists before the purchase is 


250 Section 62(d) of the Bankruptcy Act requires every application to set forth 
the value and extent of the services rendered and the amount requested. For a 
discussion of the standards applicable to fees by attorneys in Chapter X reorganiza- 
tions, see Meyers, Appellate Review of Attorney Allowances in Chapter X Reorganiza- 
tions, 53 Cotum, L. Rev. 1039 (1953). With respect to § 11 reorganizations, the 
SEC has frequently stated that fee allowances under the Holding Company Act are 
governed by standards largely borrowed from Chapter X. See, e.g., New England 
Power Ass’n., 28 S.E.C. 916 (1948). 

251 See Note 63 Harv. L. Rev. 1056, 1058 (1950) : 

Since the disallowance of compensation for disloyalty has some penal elements, 
the trustee probably should bear the initial burden of coming forward with 
evidence that the attorney has speculated in the debtor’s securities. But, 
especially in view of the facility with which acquisitions can be masked, it 
seems that the attorney should be required to overcome evidence which the 
trustee adduces. Thus, the allegation that the attorney has acquired stock from 
his cestuis would best be treated not as seeking the imposition of a fine but 
as controverting the attorney’s claims as to the value of his services, an issue 
on which he must bear the burden of persuasion. 

252 Supra note 248 at 220-21. 
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made and that, if proved, trading by a fiduciary may be as much an 
instance of “divided loyalty” as representation of two different groups 
with conflicting interests.?™ 

Moreover, the court’s implicit distinction between divulging in- 
side information to others and using inside information for one’s own 
advantage is not particularly supported by its suggestion that pur- 
chase by a fiduciary of securities of the class he is representing would 
tend to increase his loyalty. At least in the case of fiduciaries, it seems 
anomalous to regard a self-serving act as one of the routes to 
heightened loyalty. Also, the court’s distinction leaves unresolved 
the question of how to treat a fiduciary who uses inside information 
to sell, rather than buy, securities of the class he purports to represent, 
since employing the court’s own reasoning, it could be argued that a 
sale would tend to decrease his loyalty to that class. 

While the court in the Berner case concluded that section 249 was 
inapplicable, it nevertheless held that the attorney’s “advice” to 
his brother-in-law constituted a breach of his fiduciary duty which the 
bankruptcy court as a court of equity should in its discretion take 
into account in fixing his fee even to the extent of total disqualifica- 
tion.”* We believe this approach tends to make a serious and un- 
justifiable inroad into the policy explicit in the Woods case, where 
the Supreme Court upheld a district court’s denial of fees to a claim- 
ant who served conflicting interests even though there was no finding 
of actual fraud.?** 


G. Conflicts other than Trading 


The emphasis in the foregoing discussion upon conflicts resulting 
from trading in the debtor’s securities is called for by reason of the 
number of cases on this subject and the numerous problems involved. 
But conflicts are not limited to those resulting from trading, and, 


253 Supra note 251 at 1057: 
The strategic position of attorneys and protective committees in reorganization 
for manipulating the price of the debtor’s securities offers them a temptation 
to time their proposals and to expedite or delay the proceedings according to 
the probable effect of such actions on the value of any securities they contemplate 
buying or selling. Cf. In re Republic Gas Corp., 35 F. Supp. 300 (S.D.N.Y. 

1936). 
254 Supra note 234, at 221-22. 


255 The court in the Berner case seemed to regard the absence of representation 
of conflicting interests as central. It conceded, 175 F.2d at 220, that if the fiduciary’s 
claim to compensation had been challenged on the grounds of a conflict of interests, 
then “it may conceivably be true” that the burden of disproving the conflict would 
fall on the fiduciary. 
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indeed, the Woods case, itself, arose where there was no trading in- 
volved. There, a committee which was formed by an indenture 
trustee, was also intimately related to the principal underwriter of 
the bonds, against which there were possible causes of action. 

An even more obvious conflict was involved in Silbiger v. Prudence 
Bonds Corp.”** Silbiger, an attorney, was employed by bondholders 
of different series to represent them in the Prudence Bonds Cor- 
poration bankruptcy reorganization. Up to 1945, Silbiger representea 
the common interest of each of these clients in phases of the reorgan- 
ization proceeding which led to the confirmation of a plan of reorgan- 
ization in 1938, and in supplemental proceedings involving an ac- 
counting by the indenture trustees. Silbiger was compensated from 
the estate for these services, receiving a total of $70,000. 

In 1945, however, a proceeding arose to construe certain pro- 
visions of the reorganization plan in order to determine the relative 
rights of the various series of bonds to the collateral securing the 
bonds. At this point, the interests of the different series were op- 
posed to each other. 


Notwithstanding the fact that the financial interests of some of his 
clients lay completely on the other side, Silbiger took the position in 
the subsequent proceedings that certain collateral should go entirely 
to the holders of a series in which others of his clients held the 
bonds. He was ultimately successful. The district court, neverthe- 
less, awarded Silbiger compensation. While recognizing Silbiger’s 
representation of conflicting interests, the Court of Appeals for the 
Second Circuit permitted Silbiger to receive a fee provided it was to 
be substantially reduced by reasons of the conflict. It thus followed 
the approach it had utilized in the Berner case of reducing, rather 
than eliminating, a fee where there had been a breach of duty. 

Consistent with this case, the Court of Appeals for the Seventh 
Circuit in Chicago & West Towns Railways v. Friedman did 
not disallow all fees to attorneys who simultaneously represented a 
bondholders’ committee and a prospective purchaser of the debtor. 
The court recognized the clear conflict of interest which this dual 
representation involved since, “It was to the debtor’s interest to obtain 
the highest price and best terms; it was to the interest of . . . [the 
purchaser] . . . to purchase at the lowest possible price and easiest 


256 180 F.2d 917 (2d Cir.), cert. denied, 340 U.S. 813 (1950). 
257 230 F.2d 364 (7th Cir.), cert. denied, 351 U.S. 943 (1956). 
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terms.” *** The court also acknowledged that the attorneys con- 
templated the receipt of counsel fees from both purchaser and bond- 
holders, but nevertheless followed “a less harsh rule” *® than that 
enunciated in the Woods case. 


In contrast to Silbiger and Chicago & West Towns, the stricter 
approach was followed in In re Midland United Company, where 
the court denied applications for fees by two members of the same 
law firm who, without knowledge of each other’s activities, repre- 
sented different committees respectively in the same reorganization. 


The Court of Appeals for the Ninth Circuit in S.E.C. v. Cogan, 
reversed the Commission’s denial of fees on the ground that the 
Woods case was only applicable to “an actual conflict of interest.” 
In the Cogan case, as ground for disallowance of any fee in the pro- 
ceedings,”®* the Commission had relied on the fact that an attorney 
negotiating a settlement on behalf of a committee made the payment 
of $50,000 in counsel fees a specific condition of any settlement and 


made overtures designed to induce the other side to offer him a re- 
tainer. 


We believe neither Silbiger, Cogan, nor Chicago & West Towns 


258 Td. at 369. 


259 Tbid. In choosing to follow the “less harsh” method, (201 F.2d at 87), the court 
cited both the Berner case and Silbiger v. Prudence Bonds Corp., 180 F.2d 917 (2d 
Cir. 1950). 

260 64 F. Supp. 399, 406 (D.Del. 1946). 


261 201 F.2d 78 (9th Cir. 1952). 


262 In the Commission’s opinion in this case, Market Street Railway Co., 30 S.E.C. 
340, 355-56 (1949), it stated: 
We find it unnecessary to speculate whether Cogan was then motivated only 
by the desire to secure a settlement which would be consonant with and sustain 
his fees or whether a more favorable settlement could have been achieved, since 
we think it clear that he had so compromised his bargaining position that the 
Prior Preference Stockholders were no longer receiving the representation to 
which they were entitled. Thereafter, a determination by Cogan of the degree 
of pressure to be put on Standard was subject to consideration of what had 
become his personal stake. 
And see Brief of the Securities and Exchange Commission, pp. 20-21, SEC v. Cogan, 
201 F.2d 78 (9th Cir. 1952), where the Commission, in arguing that the district court 
had erred in holding that the Commission’s disapproval of any fee for Cogan was not 
supported by substantial evidence, stated 
[T]he court’s position is inconsistent with a fundamental policy in bankruptcy 
reorganization proceedings requiring loyal and disinterested service by fiduciaries 
as a condition to their compensation, would encourage the tendency to evil in 
other cases, and would impose upon the Commission the impossible task of 
measuring in every case the effect of representation of conflicting interests. 
Initially, the Court of Appeals for the Ninth Circuit upheld the Commission and re- 
versed the district court. On rehearing, however, the court upheld the district 
court and concluded that since Cogan never obtained the retainer from the party 
adverse to his client, no actual conflict of interest ever arose and, contrary to the 
Commission’s decision, he was entitled to compensation. 201 F.2d 82-87. 
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were proper decisions in the light of the Woods case, where the 
Supreme Court, in denying compensation, refused to inquire whether 
the representation of conflicting interests was in fact prejudicial to 
either client. The existence of divided loyalties common to all of 
the cases should not be subjected to distinctions in treatment. Only 
by an unvarying approach will the necessary prophylactic effect be 
achieved. Particularly with respect to the sanction of denial of fees, 
there would seem to be no reason why any fee should be paid to a 
volunteer who breaches his fiduciary duty, since the purpose of 
such fee is to encourage faithful and competent representation of 
the various interests in the proceeding.*™ 


Another situation where a somewhat subtler conflict may be present 
arises by reason of the fact that Chapter X contains no express pro- 
visions precluding a trustee or his attorney from serving in a salaried 
position with the reorganized company.” The familiarity gained 
by a trustee with the affairs of the debtor during a reorganization 
often makes him an attractive choice for an executive position with 
the reorganized corporation. On the other hand the great importance 
of his duties under Chapter X requires that neither he nor his at- 
torney be influenced in their many decisions by the possibility of 
employment by the reorganized debtor. Such a possibility might, for 
example, consciously or unconsciously, affect their decision to support 
one of two competing plans of reorganization. Legislation to cure 
this situation has been suggested.” 


There may be other subtler conflicts from which there would 
seem to be no remedy in the usual case except full disclosure. Thus, 
for example, an influential committee member’s personal tax con- 


263 See In re Norwalk Tire & Rubber Co., 96 F. Supp. 274, 277 (D. Conn. 1951) 
where the court stated that: “all those who volunteer their assistance in the expection 
of compensation under the Act must be deemed to do so subject to the rigid con- 
ditions which the Act imposes.” 


264 By giving management under § 11(e) the initial responsibility for submitting 
plans, Congress must have assumed that plans retaining existing management could 
be submitted. With respect to committee members, the problem is similar to that 
under Chapter X. Unlike Chapter X, however, there is a disclosure requirement in 
paragraph 4 of Form U-R-1 that the declaration under rule 62 contain information 
concerning: “all plans and arrangements, however tentative, that have been made for 
the employment of any such person by the company thereof, or any successor thereto, 
or for the compensation of such persons.” 

265 In the 85th Congress the SEC sponsored a bill, H.R. 589 to amend paragraph 
11 of § 216 of Chapter X which would have prohibited for a period of two years, 
after substantial consummation of a plan, any person who served as disinterested 
trustee or attorney for such trustee from being appointed to a salaried position with, 
or as general counsel for, the reorganized company. See note 170, supra. 
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siderations might move him to favor the receipt of securities” under 
a plan of reorganization whereas the interests of the class he represents 
might for the most part better be served through a cash distribution. 
Since the tax situation of all members of the class will vary, dis- 
qualification would not normally seem to be appropriate; however, 
where one soliciting assents or dissents from a plan is affected b 
his personal tax consideration, this factor should be fully disclosed to 
other members of the class. 


We do not consider to be within the scope of this article situations 
which are sometimes referred to as “conflicts” in connection with 
denial of fees where the denial is essentially based on the fact that 
the applicant has acted primarily for his own benefit and any con- 
tribution to the estate has been incidental.?® 


H. Application of Sanctions to Individual Security Holders and 
their Attorneys 


The sanctions applicable to Chapter X trustees, committees and 
indenture trustees may in certain instances apply to individual stock- 
holders and creditors and attorneys who participate in reorganiza- 
tion proceedings. As we have seen, in Young v. Higbee the Supreme 
Court required individuals to account for profits from the sale of 
their stock where that sale in effect constituted the sale of an appeal, 
which, if successful, would have benefited all members of the class. 


Although it has been contended that section 249 was not intended 
to have any application to individual security holders,” it would be a 


266 See INT. Rev. Cope or 1954, § 371. Generally, this section provides for non- 
recognition of gain in certain types of reorganization including those under Chapter 
X. § 371 (A) (1) (B), and § 371 (b) (1) provides: 

In general—no gain or loss shall be recognized on an exchange consisting of 
the relinquishment or extinguishment of stock or securities in a corporation 
the plan of reorganization of which is approved by the court in a proceeding 
described in sub-section (a), in consideration of the acquisition solely of stock 
or securities in a corporation organized or made use of to effectuate such plan 
of reorganization. (Emphasis added.) 

267 See, ¢.g., Finn v. Childs, 181 F.2d 431 (2d Cir. 1950): In re Equitable Office 
Building Corp., 83 F. Supp. 531, 571-75 (S.D.N.Y.), aff'd sub nom (1949); Aranow 
v. Equitable Office Building Corp., 174 F.2d 827 (2d Cir. 1949): In re Mt. Forest 
Fur Farms of America, Inc., 62 F. Supp. 59 (S.D. Mich. 1945), aff'd, 157 F.2d 640 
(6th Cir. 1946) ; and London v. Snyder, 163 F.2d 621, 625-26 (8th Cir. 1947). 

268 6 Cottier, BANKRUPTCY 4593, 4594 (14th ed. 1947). 

The proposition has been advanced that § 249 perhaps could be applied to an 
individual security holder who acts for himself, on the theory that ‘since com- 
pensation is awarded only on the basis of a contribution to the estate, any one 
assuming to work for the estate and to compensate from the estate necessarily 
incurs concomitant obligations and responsibilities and occupies at least a 





384 THE GEORGE WASHINGTON LAW REVIEW 


rare situation where an individual security holder would be entitled 
to compensation from the estate without showing that his activities 
and leadership aided other members of his class,?** and under Young 
v. Higbee that would seem to constitute him a representative whether 
or not he so designates himself.“ Whether he would be a “repre- 
sentative” within the meaning of section 249 may well depend upon 
the facts of the particular case. In Finn v. Childs," the Court of 
Appeals for the Second Circuit was confronted with this problem in 
the fee applications of two large preferred stockholders who had in 
fact made substantial contributions to the reorganization. The court 
found “that they created a large bloc of preferred stockholders 
amenable to their directives, maintained its unity by frequent 
communication, effectively asserted its strength during the formula- 
tion and confirmation of a plan of reorganization, and exerted its 
power to assure the selection of a new management satisfactory to 
themselves.” Stating that they “indulged in activity which is only 
consistent with the determination that they were ‘representing’ ” ** 
other preferred stockholders, the court held that they thus brought 
themselves within the language of section 249 with respect to persons 
acting in a “representative” capacity and they were denied a fee.” 


In the Childs case, moreover, the applicants had all the advantages of 
a committee in that they participated in conferences at which the 
plan was formulated and were necessarily in a position where they 
could acquire inside knowledge of what was likely to happen in 
the reorganization. Certainly in such a situation it would seem il- 


representative if not a fiduciary position.’ This suggestion stretches § 249 
far beyond anything ever contemplated. As stated previously, the purpose of 
the section is to insure the disinterested loyalty of representatives or fiduciaries 
to those they serve. There is absolutely no point in legislative concern over a 
security holder’s loyalty to himself. Moreover, while benefit to the estate is 
generally a necessary element in allowances, this merely looks to the contribution 
made to the proceeding, and does not by some fiction operate to transform 
applicants into employees of representatives of the estate if they are to secure 
allowances. Nor can individual security holders acting in their own interest 
be said to be ‘fiduciaries’ in any general sense of the word. It seems to have 
been overlooked, also, that any construction of the sort suggested would inter- 
fere with continued trading in securities by the holders thereof while acting 
in their own behalf—an activity otherwise approved—and that by so doing 
would in many cases discourage individual participation in the proceeding. 
Section 249 does not go so far. 


269 See cases supra note 267. 

270 324 U.S. 204, 209 (1945). 

271 181 F.2d 431, 440-441 (2d Cir. 1950). 
272 181 F.2d at 441. 

273 [bid. 
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logical not to strain to hold them as falling within the provision 
of section 249. 


This result is consistent with the Protective Committee Study 
which states: 


Those who have purchased or sold securities in contemplation 
of or after commencement of the proceedings should not be allowed 
compensation or reimbursement for expenses from the estate.?"* 


And there is authoritative dictum in Brown v. Gerdes,?” which points 
to a broad interpretation of section 249: 


In all cases persons who seek compensation for services or reim- 
bursement for expenses are held to fiduciary standards, Section 249; 
Woods v. City National Bank Co., 312 U.S. 262, 267-269. 


Since section 249 was designed to prevent the abuse of inside infor- 
mation, including advance notice of the timing of important steps in 
the reorganization, it would seem inconsistent with the equitable and 
salutary purposes of the statute to permit any security holders who 
have such information and who trade in the debtor’s securities to be 
compensated out of the estate. And see Dickinson Industrial City, 
Inc. v. Cowan, where the court stated: “Fee claimants are either 
officers of the court or fiduciaries”. On the other hand, no court 
has as yet held that all security holders, regardless of the nature of 
their activities, must be barred from compensation for trading under 
section 249,277 

As in Chapter X reorganizations, the problem of applications for 
fees by individual security holders and their counsel who have traded 
has arisen under the Holding Company Act. Rule 62, as indicated 
earlier, does not pertain to individual security holders or groups 
which do not solicit authorizations, or counsel for either. In two 
of the earliest cases*"* dealing with this problem, the Commission, in 
noting that individual security holders were “under no legal compul- 
sion to refrain from using the information gained at the [public] 


274 Part I, Protective Committee Report, supra note 33, at 901. 

275 321 U.S. 178, 182 (1944). 

276 309 U.S. 382, 389 (1940). 

277 For an espousal of an affirmative view see 18 N.Y.U. L. Rev. 399, 475 (1941). 


278 New England Power Ass’n, 28 S.E.C. 916 (1948); National Power & Light 
Co., 32 S.E.C, 185 (1950). 
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hearing” *° for trading in securities, nevertheless expressly left open 
the question of whether or when “trading by an individual security 
holder or his counsel will serve to disqualify a claim for compensa- 
tion.” 8° In 1952 the Commission in Electric Power & Light Cor- 
poration,*** had occasion to consider fee applications on behalf of 
persons not subject to rule 62 who had traded in the course of the 
proceedings. Although the opinion does not specify the extent or 
type of trading involved, the Commission announced that it had, 
“considered these transactions and the profits derived therefrom in 
reaching our determination as to the appropriate remuneration to be 
paid.” **? The Commission noted that the transactions involved were 
sporadic, did not appear to involve the use of inside information and 
were not part of a concerted effort to affect the reorganization, and 
concluded that it would be unjust to apply retroactively the mandate 
of bankruptcy doctrine.” The current policy, instituted in the 
early 1950's, is to refuse to furnish confidential information and ad- 
vance data to participants who have not agreed to abide by the com- 
mitments and conditions contained in rule 62. Thus, the Commission’s 
staff seeks to obtain commitments from those who participate in 
the reorganization negotiations that information obtained during such 
negotiations would not be disclosed prior to its having been made 
public. These measures are designed to curb possible abuses of in- 
side information by those who participate but are not subject to 
the restraints of rule 62. Subsequent to the institution of this policy, 
the Commission in Eastern Gas & Fuel Associates** dealt with an 
279 28 S.E.C. at 920. 
280 Jd. at n.5 
281 33 S.E.C. 348, 355-359 (1952). 
282 33 S.E.C. at 359. 
283 The other considerations in the Commission’s refusal directly to apply bank- 
ruptcy doctrines were stated, 33 S.E.C. at 358-59 as follows: 
The absence of any statutory provision under the Holding Company Act for 
the mandatory prohibition of compensation in the event of a trading by 
fiduciaries, and the further fact that we have not heretofore, by rule or 
decision, expressly enunciated such an absolute prohibition, except for persons 
associated with solicitations pursuant to Rule U-62, persuades us that it would 
be unjust to apply retroactively the mandate of bankruptcy practice which is 
codified as Section 249 unless we can discern a misuse of inside information, 
an organized pattern of trading, or activity which displays a deliberate violation 
of ordinary fiduciary obligations . . . . We have reached the conclusion that, 
while such trading cannot be condoned, there is not presented in these par- 
ticular cases the occasion for imposing the strict rule of denial of compensa- 
tion applicable in bankruptcy cases or applicable under our Rule U-62. 
For the expression of similar views see American Power & Light Co., 34 S.E.C. 
1, 6-8 (1952). 
284 35 S.E.C. 150, 158-160 (1953). 
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application for reimbursement of expenses incurred by a broker who 
represented several of his customers and had traded during the pro- 
ceedings. While noting that the broker and his counsel had made a 
substantial contribution to the proceedings, the Commission found 
that “the primary purpose of the applicant’s participation . . . 
[was] . . . to promote his business of recommending and selling 
securities.” **° In denying the broker’s application for reimbursement, 
it is not clear whether the Commission relied upon the fact that the 
broker participated to serve his own “special interests” * or on the 
fact of his having traded during the reorganization. 


Recently, the Commission has taken a strict position with respect 
to trading during a reorganization by persons not subject to rule 62. 
International Hydro-Electric System,?*" involved a stockholder who 
had realized substantial profits from trading, which, as the Commis- 
sion noted, occurred after the decision in the Electric Power & Light 
case. Fees and expenses were denied, “since services were rendered 
for the benefit of the entire class of which he was a member, fiduciary 
obligations to the class were created which were incompatible with his 
transactions in the stock.” *** Another ground for denial of fees to 
this stockholder was his status as the real party in interest behind 
bids to purchase assets of the debtor, making this an “incidental 
benefit” case.”*° The problem of allowances to individuals who have 
traded has not arisen frequently under the Holding Company Act. 

Another problem arises with respect to individuals who have for- 
merly been members of a committee or otherwise served in a clearly 
fiduciary position. There is likely to be continuing reliance on the 
activities of such persons by other members of the class. Of perhaps 
equal importance is the possibility that the former fiduciary might 
trade on the basis of inside information previously obtained. Pre- 
sumably the application of a sanction in this situation should depend 
upon the length of time that has elapsed since the former fiduciary 
has completely disassociated himself from his position. Moreover, 
circumstances could arise—as where a committee which has pre- 
empted the representation of an entire class resigns for personal 


285 35 S.E.C. at 159. 

286 35 S.E.C. at 159. 

287 37 S.E.C. 297, 304-05 (1956). 
288 37 S.E.C. at 304. 

289 See cases supra note 267. 
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reasons at a critical point in the reorganization—where the resignation 
from the position of trust could in itself be a breach of duty requiring 
the application of sanctions.” 


With respect to attorneys, under Chapter X, section 249 bars them 
from receiving compensation if they trade, even though they purport 
to represent an individual security holder and not an entire class.”** 

The Commission in the past has been sometimes more lenient under 
section 11 with respect to attorneys. Thus, in United Light and 
Railways Company,”? a question regarding trading by counsel for 
a large stockholder not covered by rule 62 was raised.*** The Com- 
mission did not disqualify him from compensation because his trad- 
ing did not result in profit, realized or unrealized, and the Commission 
found no indications that the services rendered were “in any wise 
affected” by the trading.*** However in Sioux City Gas and Electric 
Company,”* the Commission relied upon the fact that an attorney 
for several stockholders had traded following the hearings but prior 
to the approval of the reorganization plan as an additional ground 
for denying his application for fees. 

The fact that an attorney’s client may be barred from compen- 


290 This would be analogous to the “good samaritan” doctrine applicable in the 
law of torts. See RESTATEMENT, Torts § 324 (1934), which states: 

DUTY OF ONE WHO TAKES CHARGE OF ANOTHER WHO IS 
HELPLESS. One who, being under no duty to do so, takes charge of another 
who is helpless adequately to aid or protect himself is subject to liability to 
the other for any bodily harm caused to him by 

(a) the failure of the actor to exercise reasonable care to secure the safety 
of the other while within the actor’s charge; 

(b) the actor’s discontinuing his aid or protection, if by so doing he leaves 
the other in a worse position than when the actor took charge of him. 

291 The case of Abrams v. The 188 Randolph Building Corp., 151 F.2d 357 (7th 
Cir. 1945), cert. denied, 327 U.S. 764 (1946), held that attorneys representing in- 
dividual security holders were subject to denial of compensation for trading under 
section 249. 

292 32 S.E.C. 550 (1951). 


293 32 S.E.C. at 571-72. In this case, two other attorneys for this stockholder had 
traded prior to the proceedings and the Commission found “no relationship between 
such transactions and any pending or contemplated plan of reorganization . . . as is 
required to create a bar to allowance.” Jd. at 572. With respect to trading by a 
financial expert who testified during the proceedings and who had advised another 
to purchase the securities and was a beneficiary of a trust which included such 
securities, the Commission held: 

There is nothing to indicate . . . [the financial expert] . . . occupied a 
fiduciary position or that he had access to any information other than that 
which was public. A financial expert making and presenting, as an expert 
witness, studies based on information available to the public is not subject 
to sanctions applying to fiduciaries and their counsel in reorganization pro- 
ceedings. Ibid. 

294 32 S.E.C. at 572. 


295 32 S.E.C. 756, 765 (1951). 
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sation under the Holding Company Act and Chapter X raises the 
question of whether that disability will extend to the attorney even 
though the latter has not traded. Confronted with this problem in 
Silbiger v. Prudence Bonds Corp.,?** the Court of Appeals for the 
Second Circuit refused to disqualify the attorney for trading under- 
taken by his client since, “The Section [249] does not expressly 
impute any fault to the attorney for his client’s misconduct.” * The 
court’s holding appears to have been influenced by the fact that it is 
unlikely that an attorney can exercise effective control over the trad- 
ing activities of his client and that to charge an attorney with his 
client’s securities dealings would, “blindly . . . put any right to be 
paid at his client’s mercy.” *°* Notwithstanding these considerations, 
the court did not foreclose the possibility in an appropriate case of 
surcharging the client’s interest in the estate to the extent of the 
allowances granted his attorney.” In one case subsequent to the 
Silbiger decision where this question arose under the Holding Com- 
pany Act, although the Commission denied reimbursement of ex- 
penses to a broker who had traded, it found that the contribution 
made by the broker’s counsel to the proceeding justified an award for 
legal fees. Nevertheless, the fees to counsel were reduced owing 
to the fact that the representation “embraced the furtherance of the 
special interests of his client.” *° 


If the attorney has aided or encouraged his client in the latter’s 
trading activities, then there appears to be little, if any, reason why he 
should not be barred from receiving compensation. However, serious 
difficulties are involved in cutting through the intimacy of the at- 
torney-client relationship to discover whether or not the attorney was 
implicated in his client’s trading. Judge Learned Hand’s fear that 
placing upon the attorney the onus for the client’s trading would in- 
duce attorneys to attempt to exercise control over the client*” does 


296 180 F.2d 917, 922-923 (2d Cir.), cert. denied, 340 U.S. 813 (1950). 

297 Td. at 923. 

298 Tbid. 

299 Tbid. The court stated: 2 : ; 
Assuming that the client is a “person in a representative or fiduciary capacity,” 
and assuming that that result is within the words, “reimbursement for costs 
and expenses incurred,” perhaps it would be proper to deduct the amount we 
have mentioned from the client’s dividends, so far as these will suffice; and, 
so far as they will not, to proceed against the client by subrogation of the 
attorney’s claim, if any, against him. 180 F.2d at 923, 

300 Eastern Gas and Fuel Associates, 35 S.E.C. 150 (1953). 

301 Supra note 296, at 922-23. 
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not seem to be as important a consideration as discouraging trading on 
the basis of inside information during a reorganization. Moreover, al- 
lowing an attorney a fee from the estate, even though his client has 
traded, opens up the possibility that one who participates in a reorgan- 
ization primarily for trading purposes will be reimbursed for whatever 
legal expenses he has incurred if a contribution is made. 


1. Private Arrangements for Compensation 


Private arrangements for attorneys fees for payment either sup- 
plementary to or in lieu of payment out of the estate are not un- 
common.®” It has been held in Leiman v. Guttman,** that the 
Chapter X court has exclusive jurisdiction over fees agreed to be 
paid by members of a protective committee to their attorney. Pre- 
sumably the sanctions relating to conflicts of interest, including the 
denial of a fee pursuant to section 249, are applicable to attorneys, 
even though they do not seek compensation from the estate. Section 
221(4), relied upon in Leiman v. Guttman, provides for disclosure 


of all agreements for compensation and for approval thereof by the 
court. 


Certainly where a committee is involved, the security holders repre- 
sented are entitled to this protection, since, even if the payment is 
to come from individual members of the committee, no one who is 
purportedly represented by the committee and its attorney can have 
the assurance that they are properly discharging their responsibility 
if they trade in securities of the debtor or are otherwise in a position 
of conflict. Even where an attorney represents a single individual 
there is reason to discourage his trading, albeit with the consent of 
the client, particularly where trading could be based upon inside in- 


302 With respect to committees, however, such arrangements are much rarer today 
than in reorganizations prior to the enactment of the Securities Act of 1933, which 
requires registration of certificates of deposit. See § 2(1) of the act, 48 Stat. 74 (1933), 
as amended, 15 U.S.C. § 77b(1) (1958). Moreover, in equity receiverships com- 
mittees often sought deposits pursuant to agreements providing for fees, because they 
were not normally awarded compensation from the estate. This practice is uncommon 
under Chapter X, which has provisions for compensation to all who make con- 
tributions, and perhaps also because of the provisions of § 212, which authorize the 
judge “to examine and disregard” any provision of a deposit agreement. As to abuses 
of deposit agreements and private arrangements by committees prior to Chapter X, 
see Part I, Protective Committee Report, pp. 642, 644, 645, 646-47 quoted in part in 
Leiman v. Guttman, 336 U.S. 1, 6-7 (1948), and also Part II, p. 351, and Part 
VIII, p. 232, of the report also cited by the Court. See note 33, supra. 

803 336 U.S. 1 (1948). 
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formation to the detriment of the persons whose securities he buys 
or to whom he sells.*” 


V. CoNCLUSION 


We have seen that sanctions applied in reorganizations may fall 
with harsh effect on persons who may have been helpful to the re- 
organization and possibly may be wholly innocent of any intentional 
impropriety. On the other hand, the evils which necessitated these 
sanctions were found to be widespread and vicious. There is no 
reason to assume that pressures which gave rise to these evils prior 
to the enactment of the Holding Company Act and of Chapter X do 
not still exist, and any serious relaxation of the sanctions would only 
invite a recurrence of former practices. 

In recognition of the occasional hardship caused by these sanctions 
to those who have made a substantial contribution to the reorganiza- 
tion, however, every effort should be directed toward giving fiduci- 
aries notice prior to their participation in the proceeding of the 
conduct that is expected of them. We have noted certain suggestions 
which might prove helpful in this regard. Greater awareness of the 


problems discussed herein by the reorganization bar would guard 
against the necessity for the application of sanctions, which not only 
hurt the individual involved but tend to reflect upon the integrity of 
the reorganization itself. 


304 See also Canon of Professional Ethics of the American Bar Association No. 
10, A.B.A., CANONS OF PROFESSIONAL AND JUDICIAL Etuics 9 (1957). 
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merce and Through the Mails, To Prevent Inequitable and Unfair 
Practices on Such Exchanges and Markets, and for Other Purposes, 
73d Cong., 2d Sess. (1934). 


S. Rep. No. 792, on S. 3420, from the Senate Committee on Banking and 
Currency, 73d Cong., 2d Sess. (1934). 


H.R. 9323 (companion to S. 3420), 73d Cong., 2d Sess. (1934). 


H.R. Rep. No. 1383, on H.R. 9323, from the House Committee on In- 
terstate and Foreign Commerce, 73d Cong., 2d Sess. (1934). 


H.R. Rep. No. 1383, pt. 2, (Minority Report), 73d Cong., 2d Sess. (1934). 


S. Doc. No. 185, (Conference Report on H.R. 9323) 73d Cong., 2d Sess. 
(1934). 


H.R. Rep. No. 1838, (Conference Report on H.R. 9323) 73d Cong., 2d 
Sess. (1934). 


Pub. L. No. 291. H.R. 9323 becomes the Securities Exchange Act of 
1934, 48 Stat. 881 (1934), 15 U.S.C. § 78 (1958). 


C. Public Utility Holding Company Act of 1935. 


S. Res. 83, To Authorize an Investigation of Public Utility Corpora- 
tions, Holding Companies and Subsidiaries, Stockholders’ Control, 
Their Financial Interests in Financial Engineering, Construction or 
Management and the Relations of One to the Other, 70th Cong., 1st 
Sess. (1927). 


S. Doc. No. 92, pt. 1, Utility Corporations Report, letter of transmittal 
from the Chairman of the Federal Trade Commission to the Secretary 
of State in response to S. Res. 83, supra, 70th Cong., Ist Sess. (1927).? 


S. 1725, To Provide for the Control and Elimination of Public Utility 
Holding Companies Operating, or Marketing Securities, in Interstate 
and Foreign Commerce and Through the Mails, To Regulate the 
Transmission and Sale of Electric Energy in Interstate Commerce, To 
Amend the Federal Water Power Act, and for Other Purposes, 74th 
Cong., Ist Sess. (1935). 


H.R. 5423, To Provide for Control in the Public Interest of Public 
Utility Holding Companies Using the Mails and the Facilities of 
Interstate Commerce, To Regulate the Transmission and Sale of Elec- 
tric Energy and Natural Gas in Interstate and Foreign Commerce, 
and for Other Purposes, 74th Cong., Ist Sess. (1935). 


2 Monthly reports were made through Dec. 31, 1935, published as Monthly Report 
on the Electric Power and Gas Utility Inquiry; bound volumes published as Utility 
Corporations (84 vols.). 
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Hearings on H.R. 5423 Before the House Committee on Interstate and 
Foreign Commerce, 74th Cong., Ist Sess. (1935, 3 pts.). 


H.R. Doc. No. 137, Report of the National Power Policy Committee, 
from the President to the House Committee on Interstate and For- 
eign Commerce, 74th Cong., Ist Sess. (1935). 


Hearings on S. 1725 Before the Senate Committee on Interstate Com- 
merce, 74th Cong., Ist Sess. (1935). 


S. 2796, To Provide for Control and Regulation of Public Utility Hold- 
ing Companies, and for Other Purposes, 74th Cong., Ist Sess. (1935). 


S. Rep. No. 621, on S. 2796, from the Senate Committee on Interstate 
Commerce, 74th Cong., Ist Sess. (1935). 


S. Rep. No. 621, pt. 2, (Minority Report), 74th Cong., Ist Sess. (1935). 


H.R. Rep. No. 1318, on S. 2796, from the House Committee on Interstate 
and Foreign Commerce, 74th Cong., Ist Sess. (1935). 


H.R. Rep. No. 1903, (Conference Report on S. 2796), 74th Cong., Ist 
Sess. (1935). 


Pub. L. No. 333. S. 2796 becomes the Public Utility Holding Company 
Act of 1935, 49 Stat. 803 (1935), 15 U.S.C. §§ 79-2-6 (1958). 


D. Trust Indenture Act of 1939. 


S. 2344, To Provide for the Regulation of the Sale of Certain Securities 
in Interstate and Foreign Commerce, and the Trust Indentures Under 


Which the Same Are Issued, and for Other Purposes, 75th Cong., Ist 
Sess. (1937). 


Hearings on S. 2344 Before a Subcommittee of the Senate Committee on 
Banking and Currency, 75th Cong., Ist Sess. (1937). 


H.R. 10292 (companion of S. 2344), 75th Cong., 3d Sess. (1938). 


S. Rep. No. 1619, on S. 2344, from the Senate Committee on Banking 
and Currency, 75th Cong., 3d Sess. (1938). 


Hearings on H.R. 10292 Before a Subcommittee of the House Committee 
on Interstate and Foreign Commerce, 75th Cong., 3d Sess. (1938). 


S. 477, To Provide For the Regulation of the Sale of Certain Securities 
in Interstate and Foreign Commerce and the Regulation of the Trust 
Indentures Under Which the Same Are Issued, and for Other Purposes, 
76th Cong., 1st Sess. (1939). 


H.R. 2191 (companion of S. 477), 76th Cong., Ist Sess. (1939). 


Hearings on S. 477 Before a Subcommittee of the Senate Committee on 
Banking and Currency, 76th Cong., Ist Sess. (1939). 
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H.R. 5220, To Provide for the Regulation of the Sale of Certain Securities 
in Interstate and Foreign Commerce and Through the Mails, and the 
Regulation of the Trust Indentures Under Which the Same Are Issued, 
and for Other Purposes, 76th Cong., Ist Sess. (1939). 


Hearings on H.R. 2191 and H.R. 5220 Before a Subcommittee of the 


House Committee on Interstate and Foreign Commerce, 76th Cong., 
Ist Sess. (1939). 


S. 2065, To Provide for the Sale of Certain Securities in Interstate and 
Foreign Commerce and Through the Mails, and the Regulation of the 
Trust Indentures Under Which the Same Are Issued, and for Other 
Purposes, 76th Cong., Ist Sess. (1939). 


H.R. Rep. No. 1016, on S. 2065, from the House Committee on Inter- 
state and Foreign Commerce, 76th Cong., Ist Sess. (1939). 


Pub. L. No. 253. S. 2065 becomes the Trust Indenture Act of 1939, 
53 Stat. 1149 (1939), 15 U.S.C. §§ 77aaa-bbbb (1958). 


E. Investment Companies and Investment Advisers Act of 1940 


H.R. 8935, To Provide for the Registration and Regulation of Invest- 
ment Companies and Investment Advisers, and for Other Purposes, 
76th Cong., 3d Sess. (1940). 


S. 3580 (companion of H.R. 8935), 76th Cong., Ist Sess. (1940). 


Hearings on S. 3580 Before a Subcommittee of the Senate Committee on 
Banking and Currency, 76th Cong., 3d Sess. (1940, 4 pts.). 
S. 4108 (substitute for S. 3580), 76th Cong., 3d Sess. (1940). 


S. Rep. No. 1775, on S. 4108, from the Senate Committee on Banking 
and Currency, 76th Cong., 3d Sess. (1940). 


H.R. 10065 (substitute for H.R. 8935), 76th Cong., 3d Sess. (1940). 


Hearings on H.R. 10065 Before a Subcommittee of the House Committee 
on Interstate and Foreign Commerce, 76th Cong., 3d Sess. (1940). 


H.R. Rep. 2639, on H.R. 10065, from the House Committee on Interstate 
and Foreign Commerce, 76th Cong., 3d Sess. (1940). 


Pub. L. No. 768. H.R. 10065 becomes the Investment Company and 
Investment Advisers Act of 1940, 54 Stat. 789 (1940), 11 U.S.C. §§ 72 
(a) and 107 (f), 15 U.S.C. §§ 80a-1—80b-21 (1958). 


F. Small Business Investment Act of 1958. 


S. 2160, To Make Capital More Readily Available for Financing Small 
Business and Thus To Promote, Foster, and Develop the Domestic 
and Foreign Commerce of the United States, and for Other Purposes, 
85th Cong., Ist Sess. (1957). 
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S. 2185, To Amend the Small Business Act of 1953 to Authorize the 
Small Business Administration To Make Loans to Local Private Non- 
profit Organizations Formed To Assist, Develop, and Expand the 
Economy of the Area, 85th Cong., Ist Sess. (1957). 


S. 2286, To Assist State Programs for Small Business, and for Other 
Purposes, 85th Cong., Ist Sess. (1957). 


Hearings on Various Bills to Amend the Small Business Act of 1953, 
Before a Subcommittee of the Senate Committee on Banking and Cur- 
rency, 85th Cong., Ist Sess. (1957). 


S. 3191, To Create a Small Business Capital Bank System To Make 
Available to Small Business a Source of Equity and Long-Term Loan 
Capital Where Such Capital Is Not Available on Reasonable Terms 
From Existing Private Sources; To Transfer to Such System All Funds 
Which Are Presently Available Under Section 13b of the Federal Re- 
serve Act for Loans to Industrial and Commercial Firms, Together 
With Certain Other Funds Out of the Surplus Accounts of the Federal 
Reserve Banks; and for Other Purposes, 85th Cong., 2d Sess. (1958). 


H.R. 11576, To Provide Financial Assistance to Small-Business Concerns 
Through Private (Local) or State Development Credit Corporations; 
To Establish Small Business Investment Associations; To Make Equity- 
Type Capital Available Through Funds Provided by the Small Business 
Administration; and for Other Purposes, 85th Cong., 2d Sess. (1958). 


Federal Reserve System, Report on Financing Small Business to the 
Committees on Banking and Currency and the Select Committees on 
Small Business, (April 11, 1958, 2 pts., G.P.O.). 


Hearings on the Problems of Small Business, Before the House Select 
Committee on Small Business, 85th Cong., 2d Sess. (1958). 


Small Business Administration, Report on Development Corporations and 
Authorities To the Senate Committee on Banking and Currency, (April 
18, 1958, G.P.O.). 


H.R. 12026, To Amend the Small Business Act of 1953 To Provide a 
Source of Equity and Long-Term Loan Capital for Small-Business 
Concerns in the United States, and for Other Purposes, 85th Cong., 
2d Sess. (1958). 


H.R. 12057, To Provide Financial Assistance to Small-Business Concerns 
Through Private (Local) or State Development Credit Corporations; 
To Establish Small-Business Investment Associations; To Make Equity- 
Type Capital Available Through Funds Provided by the Small Busi- 
ness Administration, and for Other Purposes, 85th Cong., 2d Sess. 
(1958). 


S. 3643 (companion of H.R. 12057), 85th Cong., 2d Sess. (1958). 
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S. 3651, To Make Equity Capital and Long-Term Credit More Readily 
Available for Small-Business Concerns and for Other Purposes, 85th 
Cong., 2d Sess. (1958). 


H.R. 12064 (companion to S. 3651), 85th Cong., 2d Sess. (1958). 


H.R. 12182 (companion to S. 3651, substitute for H.R. 12064), 85th 
Cong., 2d Sess. (1958). 


S. 3719, To Amend the Small Business Act of 1953 To Provide a Source 
of Equity and Long-Term Capital for Small-Business Concerns in 
the United States, and for Other Purposes, 85th Cong., 2d Sess. (1958). 


Hearings on S. 2160, S. 2185, S. 2286, S. 3191, S. 3643, and S. 3651 Before 
a Subcommittee of the Senate Committee on Banking and Currency, 
85th Cong., 2d Sess. (1958). 


S. Rep. No. 1652, on S. 3651, from the Senate Committee on Banking 
and Currency, 85th Cong., 2d Sess. (1958). 


Hearings on Community Facilities, Area Redevelopment, and Small- 
Business Financing Bills, Before the House Committee on Banking 
and Currency, 85th Cong., 2d Sess. (1958). 


H.R. Rep. No. 1889, on the Problems of Small Business, from the 
House Select Committee on Small Business, 85th Cong., 2d Sess. (1958). 


H.R. Rep. No. 2060, on S. 3651, from the House Committee on Banking 
and Currency, 85th Cong., 2d Sess. (1958). 


H.R. Rep. No. 2492, (Conference Report), 85th Cong., 2d Sess. (1958). 


Pub. L. No. 699. S. 3651 becomes the Small Business Investment Act of 
1958, 72 Stat. 689, 15 U.S.C. §§ 661-696 (1958). 


F(1). Material Supplemental to Small Business Investment Act of 1958. 


S. Doc. 127, The Small Business Equity Capital and Long-Term Loan 
Bill under the Small Business Investment Act and the Small Business 
Tax Revision Act of 1958, (Questions and Answers), 85th Cong., 2d 
Sess. (1958). 


Senate Select Committee on Small Business, Report on the Small Business 
Investment Act, Text and Explanation, (1958, G.P.O.). 


Senate Committee on Banking and Currency and Senate Select Com- 
mittee on Small Business, Briefing Session on the Small Business In- 
vestment Act of 1958 (sponsored a the American Management 
Association, N. Y., Dec. 1-2, 1958, G.P.O.). 
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II. AMENDMENTS TO THE Basic Acts 
A. Securities Act of 1933. 


(1) Securities Exchange Act of 1934, supra Sec. I (B).® 


(2) Motor Carrier Act of 1935.4 


S. 1629, To Amend the Interstate Commerce Act, ... , by Providing 
for the Regulation of the Transportation of Passengers and Property 
by Motor Carriers Operating in Interstate or Foreign Commerce, and 
for Other Purposes, 74th Cong., Ist Sess. (1935). 


H.R. 5262 (companion of S. 1620), 74th Cong., Ist Sess. (1935). 


H.R. 6016, To Regulate the Transportation of Persons and Property in 
Interstate and Foreign Commerce by Motor Carriers Operating on the 
Public Highways, 74th Cong., Ist Sess. (1935). 


Hearings on H.R. 5262 and H.R. 6016 Before the House Committee on 
Interstate and Foreign Commerce, 74th Cong., Ist Sess. (1935). 


Hearings on S. 1629 Before the Senate Committee on Interstate Commerce, 
74th Cong., Ist Sess. (1935). 


S. Rep. No. 482, on S. 1629, from the Senate Committee on Interstate 
Commerce, 74th Cong., Ist Sess. (1935). 


H.R. Rep. No. 1645, on S. 1629, from the House Committee on Interstate 
and Foreign Commerce, 74th Cong., Ist Sess. (1935). 


Pub. L. No. 255. S. 1629 becomes the Motor Carrier Act of 1935, 49 
Stat. 543 (1935), 49 U.S.C. §§ 301-27 (1952). 


(3) 1945 Amendment to the Securities Act of 1933.5 


H.R. 280, To Amend Section 3(b) of the Securities Act of 1933, as 
Amended, So as To Permit Exemption of Security Issues Not Ex- 
ceeding $300,000 From the Provisions of Such Act, 79th Cong., Ist 
Sess. (1945). 


S. 62 (companion to H.R. 280), 79th Cong., Ist Sess. (1945). 


3 Amended the following sections: 2(1), 15 U.S.C. § 77b(1); 2(4), 15 U.S.C. 
§ 77b(4); 2(10), 15 U.S.C. § 77b(10); 3(a)(2), 15 U.S.C. § 77c(a) (2); 4(1), 
15 U.S.C. § 77d(1) ; 10(b) (1), 15 U.S.C. § 77j(b) (1); 11(a), 15 U.S.C, § 77k(a) ; 
EOC S. 15 U.S.C. § 77k(b) (c) ; 11(c), 15 U.S.C. $ 77k(c); 11(e), 15 

§ 77k(e); 13, 15 U.S.C. § 77m; 15, 15 U.S.C. § 770; 19(a), 15 U.S.C. 

: Fis(a). 

Deleted the following sections: 4(3), 15 U.S.C. § 77d(3) ; 5(c), 15 U.S.C. § 773(c). 
Added the following sections: 3(a)(9), 15 U.S.C. $77 c(a) (9); 3(a)(10), 15 
U.S.C. § 77c(a) (10) ; 3(a) (11), 15 U.S.C. § 77c(a) (11). 

4 Sec. 301 amended sec. 3(a) (6), 15 U.S.C. § 77c(a) (6). 

5 Amends sec. 3(b), 15 U.S.C. § 77c(b). 
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H.R. 1626, To Amend Paragraph 16, Schedule A, of the Securities Act 
of 1933, and Section 15(c) of the Securities Exchange Act of 1934, 
79th Cong., 1st Sess. (1945). 


H.R. 2344, To Amend Section 3(a) of the Securities Act of 1933, as 
Amended, Relating to Exempted Securities, 79th Cong., Ist Sess. (1945). 


S. Rep. No. 123, on S. 62, from the Senate Committee on Banking and 
Currency, 79th Cong., Ist Sess. (1945). 


H.R. Rep. No. 489, on S. 62, from the House Committee on Interstate 
and Foreign Commerce, 79th Cong., Ist Sess. (1945). 


Pub. L. No. 55. S. 62 amends the Securities Act of 1933, 59 Stat. 167 
(1945). 


(4) 1954 Amendments to the Securities Act of 1933.6 


S. 2846, To Amend Certain Provisions of the Securities Act of 1933, as 
Amended, the Securities Exchange Act of 1934, as Amended, the Trust 
Indenture Act of 1939, and the Investment Companies and Investment 
Advisers Act of 1940, 83d Cong., 2d Sess. (1954). 


H.R. 7550 (companion of S. 2846), 83d Cong., 2d Sess. (1954). 


Hearings on S. 2846 Before the Subcommittee on Securities, Insurance 
and Banking of the Senate Committee on Banking and Currency (pub- 
lished as Securities Exchange Acts Amendments—Hearings), 83d Cong., 
2d Sess. (1954). 


S. Rep. No. 1036, on S. 2846, from the Senate Committee on Banking 
and Currency, 83d Cong., 2d Sess. (1954). 


Hearings on S. 2846 and H.R. 7550 Before the House Committee on In- 
terstate and Foreign Commerce, 83d Cong., 2d Sess. (1954). 


H.R. Rep. No. 1542, on S. 2846, from the House Committee on Interstate 
and Foreign Commerce, 83d Cong., 2d Sess. (1954). 


H.R. Rep. No. 2433, (Conference Report), 83d Cong., 2d Sess. (1954). 


Pub. L. No. 577. S. 2846 amends the Securities Act of 1933, 68 Stat. 683 
(1954). 


(5) Small Business Investment Act of 1958, supra Sec. I (F).7 


(6) 1958 Act Authorizing Abbreviated Records in Reviewing Administra- 
tive Agency Proceedings.*® 


6 Title I amends the following sections: 2(3), 15 U.S.C. § 77b(3) ; 2(8), 15 U.S.C. 
§ 77b(8) ; 2(10), 15 U.S.C. § 77b(10) ; 21), 15 A ; 7b (1) 5 $(a) (11), 15 
U.S.C. § 77¢(a) (11) ; 4(1), 15 U.S.C. $7 7d(1); 5, S.C. § 77e; 10, 15 U.S.C. 
§ 77j; 12, 15 U.S.C. § 771; 17(a), 15 U.S.C. § bata). 22(a) ; 15 U.S.C. § 77v (a). 
7 Sec. 307(a) amends sec. 3, by adding a new subsection (c), 15 U.S.C. § 77c(c). 
8 Sec. 9 amends sec. 9(a), 15 U.S.C. § 77i(a). 
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H.R. 6682, To Authorize the Abbreviation of the Record on the Review 
. . . of Orders of Administrative Agencies . . . (proposed by the 
Judicial Conference), 84th Cong., 1st Sess. (1955). 


Hearings on H.R. 6682 Before a Subcommittee of the House Committee 
on the Judiciary, 84th Cong., 2d Sess. (1956). 


H.R. 6788, Authorizing Abbreviated Records in Reviewing Administra- 
tive Agency Proceedings, 85th Cong., Ist Sess. (1957). 


H.R. Rep. No. 842, on H.R. 6788, from the House Committee on the 
Judiciary, 85th Cong., 2d Sess. (1958). 


S. Rep. No. 2129, on H.R. 6788, from the Senate Committee on the 
Judiciary, 85th Cong., 2d Sess. (1958). 


Pub. L. No. 791. H.R. 6788 becomes law, 72 Stat. 945 (1958). 
B. Securities Exchange Act of 1934. 


(1) 1936 Amendments to the Securities Exchange Act of 1934.° 


S. Rep. No. 1455, from the Senate Committee on Banking and Currency 
[pursuant to S. Res. 84 (72d Cong.), A Resolution to Investigate Prac- 
tices of Stock Exchanges With Respect to the Buying and Selling and 
the Borrowing and Lending of Listed Securities, and S. Res. 56 and S. 
Res. 97 (73d Cong.), A Resolution to Investigate the Matter of Bank- 
ing Operations and Practices, Transactions Relating to Any Sale, Ex- 
change, Purchase, Acquisition, Borrowing, Lending, Financing, Issu- 
ing, Distributing, or Other Disposition of, or Dealing in, Securities or 
Credit by Any Person or Firm, Partnership, Company, Association, 
Corporation, or Other Entity, With a View to Recommending Neces- 
sary Legislation, Under the Taxing Power or Other Federal Powers], 
73d Cong., 2d Sess. (1934). 


Securities and Exchange Commission, Report on Trading in Unlisted 
Securities Upon Exchanges, Pursuant to Sec. 12(f) of the Securities 
Exchange Act of 1934 (1936, G.P.O.) 


S. 4023, To Provide for the Continuation of Trading in Unlisted Securi- 
ties Upon National Securities Exchanges, 74th Cong., 2d Sess. (1936). 


H.R. 11526 (companion of S. 4023), 74th Cong., 2d Sess. (1936). 


Hearings on S. 4023 Before the Senate Committee on Banking and Cur- 
rency, 74th Cong., 2d Sess. (1936). 


S. Rep. No. 1739, on S. 4023, from the Senate Committee on Banking 
and Currency, 74th Cong., 2d Sess. (1936). 


®Amends the following sections: 12(f), 15 U.S.C. § 78-1(f); 15, 15 U.S.C. 
§ 890; 17(a), 15 U.S.C. § 78q(a) ; 18(a), 15 U.S.C. 78r(a) ; 20(c), 15 U.S.C. 78t(c) ; 
21(f), 15 U.S.C. 78u(f) ; 23(a) ; 15 U.S.C. 78w(a) ; 32, 15 U.S.C. 78ff. 
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Hearings on S. 4023 Before the House Committee on Interstate and 
Foreign Commerce, 74th Cong., 2d Sess. (1936). 


H.R. Rep. No. 2601, on S. 4023, from the House Committee on Inter- 
state and Foreign Commerce, 74th Cong., 2d Sess. (1936). 


Pub. L. No. 621. S. 4023 becomes law, 49 Stat. 1375 (1936). 


(2) Maloney Act of 1938.1° 


S. 3255, To Provide for the Establishment of a Mechanism of Regulation 
Among Over-the-Counter Brokers and Dealers Operating in Interstate 
and Foreign Commerce or Through the Mails, Comparable to That 
Provided XY the National Securities Exchanges Under the Securities 


Exchange Act of 1934, and for Other Purposes, 75th Cong., 3d Sess. 
(1938). 


H.R. 9592 (companion of S. 3255), 75th Cong., 3d Sess. (1938). 


H.R. 9634, To Provide for the Regulation of Over-the-Counter Brokers 
and Dealers Operating in Interstate and Foreign Commerce, and for 
Other Purposes, 75th Cong., 3d Sess. (1938). 


Hearings on S. 3255 Before the Senate Committee on Banking and 
Currency, 75th Cong., 3d Sess. (1938). 


S. Rep. No. 1455, on S. 3255, from the Senate Committee on Banking 
and Currency, 75th Cong., 3d Sess. (1938). 


Hearings on S. 3255 and H.R. 9634 Before a Subcommittee of the House 
Committee on Interstate and Foreign Commerce, 75th Cong., 3d Sess. 
(1938). 


H.R. Rep. No. 2307, on S. 3255, from the House Committee on Inter- 
state and Foreign Commerce, 75th Cong., 3d Sess. (1938). 

Pub. L. No. 719. S. 3255 becomes the Maloney Act of 1938, 52 Stat. 
1070 (1938). 

(3) Wagner Act of 1944.12 


S. 1146, To Amend Section 31 of the Securities Exchange Act of 1934, 
78th Cong., Ist Sess. (1943). 


H.R. 2862 (companion of S. 1146), 78th Cong., Ist Sess. (1943). 


S. Rep. No. 542, on S. 1146, from the Senate Committee on Banking 
and Currency, 78th Cong., Ist Sess. (1943). 


H.R. Rep. No. 1150, on S. 1146, from the House Committee on Inter- 
state and Foreign Commerce, 78th Cong., 2d Sess. (1944). 


10 Adds a new section providing for regulation of over-the-counter brokers and 
dealers, 15 U.S.C. §§ 780, 780-3, 78cc, 78ff (1958). 


11 Amends sec. 31, 15 U.S.C. § 78ee. 
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Pub. L. No. 258. S. 1146 becomes the Wagner Act of 1944, 58 Stat. 117 
(1944). 


(4) 1954 Amendments to the Securities Exchange Act of 1934.1? For legis- 
lative history see 1954 Amendments to Securities Act of 1933, supra 
Sec. II(A). 


1958 Act Authorizing Abbreviated Records in Reviewing Administrative 
Agency Proceedings, supra Sec. II (A)." 


C. Public Utility Holding Company Act of 1935. 


(1) Proposed Amending Acts. 


S. 2643, To Promote the Common Defense and the General Welfare of 
the re of the United States by Encouraging Maximum Develop- 
ment of Low Cost Electric Energy from all Sources of Power, In- 
cluding Atomic Energy, Coal, Oil, Natural Gas, and Water (in- 
troduced as an amendment to the Public Utility Holding Company Act 
of 1935), 84th Cong., Ist Sess. (1955). 


Hearings on S. 2643 Before a Subcommittee of the Senate Committee on 
Interstate and Foreign Commerce, 84th Cong., 2d Sess. (1956). 


S. Rep. No. 2287, on S. 2643, from the Senate Committee on Interstate and 
Foreign Commerce, 84th Cong., 2d Sess. (1956). 


S. Rep. No. 2529, on S. 2643, from the Joint Committee on Atomic 
Energy, 84th Cong., 2d Sess. (1956). 


H.R. 9743, To Encourage Maximum Development of Atomic Energy 
Reactors for the Generation of Low Cost Electric Power and the 
Production, Utilization, and Treatment of Special Nuclear and Other 
Materials, and for Other Purposes, 84th Cong., 2d Sess. (1956). 


H.R. Rep. No. 2694, on H.R. 9743, from the Joint Committee on Atomic 
Energy, 84th Cong., 2d Sess. (1956). 


(2) 1958 Act Authorizing Abbreviated Records in Reviewing Adminis- 
trative Agency Proceedings, swpra Sec. II(A).™ 


D. Trust Indenture Act of 1939. 


(1) 1954 Amendments to the Trust Indenture Act of 1939.° For legisla- 
tive history see 1954 Amendments to the Securities Act of 1933, supra 
Sec. II (A). 


12 Amends sec. 11(d), 15 U.S.C. 78k(d) ; and 12(d), 15 U.S.C. 78/(d). 
13 Amends sec. 25(a), 15 U.S.C. § 78y(d). 
14 Amends sec. 24(a), 15 U.S.C. § 79x(a). 


15 Sec. 301-306 amends the following sections: 303, 15 U.S.C. § 77ecc 
oo § 77ddd; 305, 15 U.S.C. § 77eee; 306, 15 U.S.C. $7 
XXX. 


4 ; 304, 15 
7fff; 324, 15 U.S.C. 
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(2) Small Business Investment Act of 1958, supra Sec. I1(F).*¢ 
E. Investment Companies and Investment Advisers Act of 1940. 


(1) 1954 Amendments to the Investment Companies and Investment Ad- 
visers Act of 1940.17 


For legislative history see supra Sec. 1(E). 


(2) Small Business Investment Act of 1958, supra Sec. I(F).18 


(3) 1958 Act Authorizing Abbreviated Records in Reviewing Adminis- 
trative Agency Proceedings, swpra Sec. II(A).’® 


16 Sec. 301(b) amends sec. 304, 15 U.S.C. § 77ddd(e). 


17 Sec. 401-403 amends sec. 2(a) (30), 15 U.S.C. $ 80a-2(30); and 24(d), 15 
U.S.C. § 80a-24(d). Sec. 401-403 adds sec. 24(e), 15 U.S.C. § 90a-24(e). 


18 Sec. 307(c) adds a new subsection (k) to sec. 18, 15 U.S.C. $ 80a-18(k). 


19 Sec. 26 amends sec. 43(a), 15 U.S.C. $ 80a-42(a); and 213(a), 15 U.S.C. 
§ 80b-13(a). 
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APPENDIX II 


APPENDIX 


SECURITIES ACT OF 1933 
AND AMENDMENTS! 


AN ACT 


To provide full and fair disclosure of the character of securities sold in interstate 
and foreign commerce and through the mails, and to prevent frauds in the sale 
thereof, and for other purposes. 


Be it enacted by the Senate and House of Representatives of the United States of 
America in Congress assembled, 


SHORT TITLE 
SEcTION 1. This title may be cited as the “Securities Act of 1933”. 


DEFINITIONS 


Sec. 2. When used in this title, unless the context otherwise requires— 

(1) The term “security” means any note, stock, treasury stock, bond, de- 
benture, evidence of indebtedness, certificate of interest or participation in any 
profit-sharing agreement, collateral-trust certificate, preorganization certificate 
or subscription, transferable share, investment contract, voting-trust certificate, 
certificate of deposit for a security, fractional undivided interest in oil, gas, or 
other mineral rights, or, in general, any interest or instrument commonly known 
as a “security,” or any certificate of interest or participation in, temporary or 
interim certificate for, receipt for, guarantee of, or warrant or right to subscribe 
to or purchase, any of the foregoing.” 

(2) The term “person” means an individual, a corporation, a partnership, an 
association, a joint-stock company, a trust, any unincorporated organization, or a 
government or political subdivision thereof. As used in this paragraph the term 
“trust” shall include only a trust where the interest or interests of the beneficiary or 
beneficiaries are evidenced by a security. 

(3) The term “sale” or “sell” shall include every contract of sale or disposition of 
a security or interest in a security, for value. The term “offer to sell’, “offer for 
sale”, or “offer” shall include every attempt or offer to dispose of, or solicitation of an 
offer to buy, a security or interest in a security, for value. The terms defined in this 
paragraph and the term “offer to buy” as used in subsection (c) of section 5 shall 
not include preliminary negotiations or agreements between an tssuer (or any person 
directly or indirectly controlling or controlled by an issuer, or under direct or indirect 
common control with an issuer) and any underwriter or among underwriters who 
are or are to be in privity of contract with an issuer (or any person directly or in- 
directly controlling or controlled by an issuer, or under direct or indirect common 
control with an issuer). Any security given or delivered with, or as a bonus on 
account of, any purchase of securities or any other thing, shall be conclusively presumed 
to constitute a part of the subject of such purchase and to have been offered and sold 


1 The matter appearing in bold-face and italic type represents provisions as amended or 
added by amendment. The text prior to amendment, if any, is set forth in the footnotes. 
Except as otherwise noted, the matter in bold-face type represents amendments contained in 
Title Il of Securities Exchange Act of 1934, Public, 291, 78rd Cong., approved June 6, 1934, 48 
Stat. 905, and that in italic type represents amendments contained in Public, 577, 88rd Cong., 
approved August 10, 1954, 68 Stat. 683 and effective sixty days after the date of its enactment. 


2 (1) The term “security” means any note, stock, treasury stock, bond, debenture, evidence 
of indebtedness, certificate of interest or participation in any profit-sharing agreement, collateral- 
trust certificate, preorganization certificate or subscription, transferable share, investment con- 
tract, voting-trust certificate, certificate of interest in property, tangible or intangible, or, in 
general, any instrument commonly known as a security, or any certificate of interest or par- 
ticipation in, temporary or interim certificate for, receipt for or warrant or right to subscribe 
to or purchase, any of the foregoing. 
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for value. The issue or transfer of a right or privilege, when originally issued or 
transferred with a security, giving the holder of such security the right to convert such 
security into another security of the same issuer or of another person, or giving a 
right to subscribe to another security of the same issuer or of another person, which 
right cannot be exercised until some future date, shall not be deemed to be an offer or 
sale of such other security; but the issue or transfer of such other security upon the 


exercise of such right of conversion or subscription shall be deemed a sale of such 
other security.3 


(4) The term “issuer” means every person who issues or proposes to issue any 
security; except that with respect to certificates of deposit, voting-trust certifi- 
cates, or collateral-trust certificates, or with respect to certificates of interest or 
shares in an unincorporated investment trust not having a board of directors (or 
persons performing similar functions) or of the fixed, restricted management, or 
unit type, the term “issuer”? means the person or persons performing the acts 
and assuming the duties of depositor or manager pursuant to the provisions 
of the trust or other agreement or instrument under which such securities are 
issued; except that in the case of an unincorporated association which provides 
by its articles for limited liability of any or all of its members, or in the case 
of a trust, committee, or other legal entity, the trustees or members thereof 
shall not be individually liable as issuers of any security issued by the associa- 
tion, trust, committee, or other legal entity; except that with respect to equip- 
ment-trust certificates or like securities, the term “issuer” means the person 
by whom the equipment or property is or is to be used; and except that with 
respect to fractional undivided interests in oil, gas, or other mineral rights, the 
term “issuer”? means the owner of any such right or of any interest in such 
right (whether whole or fractional) who creates fractional interests therein for 
the purpose of public offering.* 

(5) The term “Commission” means the Federal Trade Commission.5 

(6) The term “Territory” means Alaska, Hawaii, Puerto Rico, the Philippine 
— Canal Zone, the Virgin Islands, and the insular possessions of the United 

tates. 

(7) The term “interstate commerce” means trade or commerce in securities or any 
transportation or communication relating thereto among the several States or between 
the District of Columbia or any Territory of the United States and any State or other 
Territory, or between any foreign country and any State, Territory, or the District 
of Columbia, or within the District of Columbia. 

(8) The term “registration statement” means the statement provided for in 
section 6, and includes any amendment thereto and any report, document, or memo- 
randum filed as part of? such statement or incorporated therein by reference. 


3 (3) The terms “‘sale”, “‘sell’’, “offer to sell”, or “offer for sale” shall include every contract of 
sale or disposition of, attempt or offer to dispose of, or solicitation of an offer to buy, a 
or interest in a security, for value; except that such terms shall not include preliminary negotia- 
tions or agreements between an issuer and any underwriter. Any security given or 
with, or as a bonus on account of, any purchase of securities or any other thing, shall be con- 
clusively presumed to constitute a part of the subject of Les ed purchase and to have been sold 
for value. The issue or transfer of a right or privilege, when originally issued or transferred 
with a security, giving tho bailar of cuth cosantir tee cuae to Gene aah tenes Sale tae 
security of the same issuer or of another person, or giving a right to subscribe to another 
security of the same issuer or of another person, which right cannot be exercised until some 
future date, shall not be deemed to be a sale of such other security; but the issue or transfer of 
such other security upon the exercise of such right of conversion or subscription shall be deemed 
a sale of such other security. 


4 (4) The term “issuer” means every person who issues or proposes to issue any security 
or who guarantees a security either as to principal or income; except that with respect to 
certificates of deposit, voting-trust certificates, or collateral-trust certificates, or with respect 
to certificates of interest or shares in an unincorporated investment trust not having ea board of 
directora (or persons performing similar functions) or of the fixed, restricted management, or 


or instrument under which such securities are issued; and, except that with respect to equip- 
ment-trust certificates or like securities, the term ‘issuer’ meang the person by whom the equip- 
ment or property is or is to be used. 


5 See Secs. 27 and 28, infra, being Sections 210 and 211, Title II of Securities Exchange Act 
of 1934, providing for transfer to “Securities and Exchange Commission” of all powers, duties, 
and functions of the Federal Trade Commission. 


6 Presidential Proclamation No. 2695, effective July 4, 1946, 11 F. R. 7517, 60 Stat. 1852, 
granted independence to the Philippine Islands. 


1 The phrase “filed as part of’ replaced the word “accompanying’’. 
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(9) The term “write” or “written” shall include printed, lithographed, or any 
means of graphic communication. 

(10) The term “prospectus” means any prospectus, notice, circular, advertisement, 
letter, or communication, written or by radio or television, which offers any security 
for sale or confirms the sale of any security; except that (a) a communication sent or 
given after the effective date of the registration statement (other than a prospectus 
permitted under subsection (b) of section 10) shall not be deemed a prospectus if it ts 
proved that prior to or at the same time with such communication a written pros- 
pectus meeting the requirements of subsection (a) of section 10 of the time of such 
communication was sent or given to the person to whom the comumnication was made, 
and (b) a notice, circular, advertisement, letter, or communication in respect of a 
security shall not be deemed to be a prospectus if it states from whom a written 
prospectus meeting the requirements of section 10 may be obtained and, in addition, 
does no more than identify the security, state the price thereof, state by whom orders 
will be executed, and contain such other information as the Commission, by rules or 
regulations deemed necessary or appropriate in the public interest and for the pro- 
tection of investors, and subject to such terms and conditions as may be prescribed 
therein, may permit.8 

(11) The term “underwriter” means any person who has purchased from an 
issuer with a view to, or offers or sells for an issuer in connection with, the distribu- 
tion of any security, or participates or has a direct or indirect participation in any 
such undertaking, or participates or has a participation in the direct or indirect under- 
writing of any such undertaking; but such term shall not include a person whose 
interest is limited to a commission from an underwriter or dealer not in excess of 
the usual and customary distributors’ or sellers’ commission. As used in this para- 
graph the term “issuer” shall include, in addition to an issuer, any person directly or 
indirectly controlling or controlled by the issuer, or any person under direct or in- 
direct common control with the issuer. 

(12) The term “dealer” means any person who engages either for all or part of his 
time, directly or indirectly, as agent, broker, or principal, in the business of offering, 
buying, selling, or otherwise dealing or trading in securities issued by another person. 


EXEMPTED SECURITIES 


Sec. 3. (a) Except as hereinafter expressly provided, the provisions of this title 
shall not apply to any of the following classes of securities : 

(1) Any security which, prior to or within sixty days after the enactment of this 
title, has been sold or disposed of by the issuer or bona fide offered to the public, but 
this exemption shall not apply to any new offering of any such security by an issuer 
or underwriter subsequent to such sixty days; 

(2) Any security issued or guaranteed by the United States or any Territory 
thereof, or by the District of Columbia, or by any State of the United States, or 
by any ‘political subdivision of a State or Territory, or by any public instrumen- 
tality of one or more States or Territories, or by any person controlled or super- 
vised by and acting as an instrumentality of the Government of the United States 
pursuant to authority granted by the Congress of the United States, or any 
certificate of deposit for any of the foregoing, or any security issued or guaran- 
teed by any national bank, or by any banking institution organized under the 


8 Paragraph (10) originally read: “(10) The term ‘prospectus’ means any prospectus, notice, 
circular, advertisement, letter, or communication, written or by radio, which offers any security 
for sale; except that (a) a communication shall not be deemed a prospectus if it is proved 
that prior to such communication a written prospectus meeting the requirements of section 10 
was received, by the person to whom the communication was made, from the person making 
such communication or his principal, and (b) a notice, circular, advertisement, letter, or com- 
munication in respect of a security shall not be deemed to be a prospectus if it states from 
whom a written prospectus meeting the requirements of section 10 may be obtained and, in 
addition, does no more than identify the security, state the price thereof, and state by whom 
orders will be executed.” 

As amended June 6, 1934, it read: “‘(10) The term ‘prospectus’ means any prospectus, notice, 
circular, advertisement, letter, or communication, written or by radio, which offers any security 
for sale; except that (a) a communication shall not be deemed a prospectus if it is proved 
that prior to or at the same time with such communication a written prospectus meeting the 
requirements of Section 10 was sent or given to the person to whom the communication was 
made, by the person making such communication or his principal, and (b) a notice, circular, 
advertisement, letter, or communication in respect of a security shall not be deemed to be a 
prospectus if it states from whom a written prospectus meeting the requirements of Section 10 
may be obtained and, in addition, does no more than identify the security, state the price thereof, 
and state by whom orders will be executed.” 
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laws of any State or Territory or the District of Columbia, the business of which 
is substantially confined to banking and is supervised by the State or Territorial 
banking commission or similar official; or any security issued by or representing 
an interest in or a direct obligation of a Federal Reserve Bank ;® 


[Nore: See I-F, p. LI, re additional exemption for securities issued 
under mortgage identure insured under National Housing Act.] 


(3) Any note, draft, bill of exchange, or bankers’ acceptance which arises out of 
a current transaction or the proceeds of which have been or are to be used for 
current transactions, and which has a maturity at the time of issuance of not exceed- 
ing nine months, exclusive of days of grace, or any renewal thereof the maturity of 
which is likewise limited ; 

(4) Any security issued by a person! organized and operated exclusively for 
religious, educational, benevolent, fraternal, charitable, or reformatory purposes and 
not for pecuniary profit, and no part of the net earnings of which inures to the 
benefit of any person, private stockholder, or individual ; 

(5) Any security issued by a building and loan association, homestead association, 
savings and loan association, or similar institution, substantially all the business of 
which is confined to the making of loans to members (but the foregoing exemption 
shall not apply with respect to any such security where the issuer takes from the 
total amount paid or deposited by the purchaser, by way of any fee, cash value or 
other device whatsoever, either upon termination of the investment at maturity or 
before maturity, an aggregate amount in excess of 3 per centum of the face value 
of such security), or any security issued by a farmers’ cooperative association as 
oo in paragraphs (12), (13), and (14) of section 103 of the Revenue Act of 

(6) Any security issued by a common or contract carrier, the issuance of which 
is subject to the provisions of section 20a of the Interstate Commerce Act, as 
amended ;11 


[Note: See I-E, p. L, for relevant provisions of Interstate Commerce 
and Motor Carrier Acts.] 


(7) Certificates issued by a receiver or by a trustee in bankruptcy, with the ap- 
proval of the court; 

(8) Any insurance or endowment policy or annuity contract or optional annuity 
contract, issued by a corporation subject to the supervision of the insurance com- 
missioner, bank commissioner, or any agency or officer performing like functions, 
of any State or Territory of the United States or the District c* Columbia; 


[Nore: See I-G, p. LI, for limitation on this section with respect to 
investment companies. ] 


(9) Any security exchanged by the issuer with its existing security holders ex- 
clusively where no commission or other remuneration is paid or given directly 
or indirectly for soliciting such exchange; 

(10) Any security which is issued in exchange for one or more bona fide out- 
standing securities, claims or property interests, or partly in such exchange and 
partly for cash, where the terms and conditions of such issuance and exchange 
are approved, after a hearing upon the fairness of such terms and conditions at 
which all persons to whom it is proposed to issue securities in such exchange 
shall have the right to appear, by any court, or by any official or agency of the 


9 (2) Any security issued or guaranteed by the United States or any Territory thereof, or 
by the District of Columbia, or by any State of the United States, or by any political sub- 
division of a State or Territory, or by any public instrumentality of one or more States or 
Territories exercising an essential governmental function, or by any corporation created and 
controlled or supervised by and acting as an instrumentality of the Goverment of the United 
States pursuant to authority granted by the Congress of the United States, or by any national 
bank, or by any banking institution organized under the laws of any State or Territory, the 
business of which is substantially confined to banking and is supervised by the State or territorial 
banking commission or similar official; or any security issued by or representing an interest in 
or a direct obligation of a Federal reserve bank ; 

10 “Corporation.” 


11 The words in bold-face are an amendment to Section 3 (a) (6) of the Securities Act of 
— as provided in Section 214 of the “Motor Carrier Act of 1935’’, approved August 9, 1935, 49 
tat. 543. 
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United States, or by any State or Territorial banking or insurance commission or 
other governmental authority expressly authorized by law to grant such ap- 
proval ;12 


[Nore: See I-A, B, C, and D, pp. XLVI-XLVIII, for additional exemp- 
tions provided by the Bankruptcy Act.] 


(11) Any security which is a part of an issue offered and sold only to persons 
resident within a single State or Territory, where the issuer of such security is a 
person resident and doing business within, or, if a corporation, incorporated by 
and doing business within, such State or Territory.!% 


(Note: See I-G, p. LI, for limitation of this section with respect to 
investment companies. ] 


(b) The Commission may from time to time by its rules and regulations, and 
subject to such terms and conditions as may be prescribed therein, add any class of 
securities to the securities exempted as provided in this section, if it finds that the 
enforcement of this title with respect to such securities is not necessary in the public 
interest and for the protection of investors by reason of the small amount involved 
or the limited character of the public offering; but no issue of securities shall be 
exempted under this subsection where the aggregate amount at which such issue 
is offered to the public exceeds $300,000.14 

(c) The Commission may from time to time by its rules and regulations and 
subject to such terms and conditions as may be prescribed therein, add to the 
securities exempted as provided in this section any class of securities issued by a 
small business investment company under the Small Business Investment Act of 1958 
if it finds, having regard to the purposes of that Act, that the enforcement of this 
Act with respect to such securities is not necessary in the public interest and for 
the protection of investors.15 


EXEMPTED TRANSACTIONS 
Sec. 4. The provisions of section 5 shall not apply to any of the following trans- 


actions : 

(1) Transactions by any person other than an issuer, underwriter, or dealer; 
transactions by an issuer not involving any public offering; or transactions by 
a dealer (including an underwriter no longer acting as an underwriter in respect 
of the security involved in such transaction), except transactions taking place prior 
to the expiration of forty days after the first date upon which the security was bona 
fide offered to the public by the issuer or by or through an underwriter and transac- 
tions in a security as to which a registration statement has been filed taking place 
prior to the expiration of forty days after the effective date of such registration 
statement or prior to the expiration of forty days after the first date upon which the 
security was bona fide offered to the public by the tssuer or by or through an under- 
writer after such effective date, whichever is later (excluding in the computation of 
such forty days any time during which a stop order issued under section 8 is in effect 
as to the security),16 and except transactions as to securities constituting the 


12 The first clause of the following former Sec. 4 (3) has been replaced by Sec. 8 (a) (9) 
and the second clause by Sec. 3 (a) (10): “(83) The issuance of a security of a person ex- 
changed by it with its existing security holders exclusively, where no commission or other re- 
muneration is paid or given directly or indirectly in connection with such exchange; or the 
issuance of securities to the existing security holders or other existing creditors of a cor- 
poration in the process of a bona fide reorganization of such corporation under the supervision 
of any court, either in exchange for the securities of such security holders or claims of such 
creditors or partly for cash and partly in exchange for the securities or claims of such security 
holders or creditors.” 

13 The following former Sec. 5 (c) has been supplanted by Sec. 3 (a) (11): “(c) The pro 
visions of this section relating to the use of the mails shall not apply to the sale of any 
where the issue of which it is a part is sold only to persons resident within a single State or 
Territory, where the issuer of such securities is a person resident and doing business within, 
or, if a corporation, incorporated by and doing business within such State or Territory.” 

e188 —_ 655, 79th Cong., approved May 15, 1945, 59 Stat. 167, substituted “$300,000” for 
46, 1 ‘ % 

15 Subsection 11 (c) was added by P.L. 85-699, Title III, § 307(a), approved Aug. 21, 1958, 
72 Stat. 694. 

16 The matter in italic type replaced the following: 

“except transactions within one year after the first date upon which the security was bona 
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whole or a part of an unsold allotment to or subscription by such dealer as a 
participant in the distribution of such securities by the issuer or by or through 
an undervriter.17 


[Notre: See I-G, p. LI, for limitation of this section with respect to 
certain investment companies. ] 


(2) Brokers’ transactions, executed upon customers’ orders on any exchange 
or in the open or counter market, but not the solicitation of such orders. 


PROHIBITIONS RELATING TO INTERSTATE COMMERCE AND THE MAILS 


Sec. 5. (a) Unless a registration statement is in effect as to a security, it shall be 
unlawful for any person, directly or indirectly— 

(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to sell such security through 
the use or medium of any prospectus or otherwise ;18 or 

(2) to carry or cause to be carried through the mails or in interstate 
commerce, by any means or instruments of transportation, any such security 
for the purpose of sale or for delivery after sale. 

(b) It shall be unlawful for any person, directly or indirectly— 

(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to carry or transmit any 
prospectus relating to any security with respect to which a registration state- 
ment has been filed!® under this title, unless such prospectus meets the re- 
quirements of section 10; or 

(2) to carry or to cause to be carried through the mails or in interstate 
commerce any such security for the purpose of sale or for delivery after sale, 
unless accompanied or preceded by a prospectus that meets the requirements 
of subsection (a) of section 10. 

(c) It shall be unlawful for any person, directly or indirectly, to make use of 
any means or instruments of transportation or communication in interstate commerce 
or of the mails to offer to sell or offer to buy through the use or medium of any 
prospectus or otherwise any security, unless a registration statement has been filed 
as to such security, or while the registration statement is the subject of a refusal 
order or stop order or (prior to the effective date of the registration statement) any 
public proceeding or examination under section &. 


REGISTRATION OF SECURITIES AND SIGNING OF REGISTRATION STATEMENT 


Sec. 6. (a) Any security may be registered with the Commission under the terms 
and conditions hereinafter provided, by filing a registration statement in triplicate, 
at least one of which shall be signed by each issuer, its principal executive officer or 
officers, its principal financial officer, its comptroller or principal accounting officer, 
and the majority of its board of directors or persons performing similar functions 
(or, if there is no board of directors or persons performing similar functions, by 
the majority of the persons or board having the power of management of the issuer), 
and in case the issuer is a foreign or Territorial person by its duly authorized repre- 
sentative in the United States; except that when such registration statement relates 
to a security issued by a foreign government, or political subdivision thereof, it 
need be signed only by the underwriter of such security. Signatures of all such 


fide offered to the public by the issuer or by or through an underwriter (excluding in the 
computation of such year any time during which a stop order issued under section 8 is in 
effect as to the security) ,” 


17 (1) Transactions by any person other than an issuer, underwriter, or dealer; transactions 
by an issuer not with or through an underwriter and not involving any public offering; or 
transactions by a dealer (including an underwriter no longer acting as an underwriter in re- 
spect of the security involved in such transaction), except transactions within one year after 
the last date upon which the security was bona fide offered to the public by the issuer or by or 
through an underwriter (excluding in the computation of such year any time during which a 
stop order issued under section 8 is in effect as to the security), and except transactions as to 
securities constituting the whole or a part of an unsold allotment to or subscription by such 
dealer as a participant in the distribution of such securities by the issuer or by or through an 
underwriter. 


18 The words “or offer to buy” originally appearing after the word “sell” in Section 5 (a) (1) 
were deleted by Public, 577, 83d. Cong., 68 Stat. 683 (1954). 


19 The words in italic type replaced the word “registered’’. 
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persons when written on the said registration statements shall be presumed to have 
been so written by authority of the person whose signature is so affixed and the 
burden of proof, in the event such authority shall be denied, shall be upon the 
party denying the same. The affixing of any signature without the authority of the 
purported signer shall constitute a violation of this title. A registration statement 
shall be deemed effective only as to the securities specified therein as proposed to 
be offered. 

(b) At the time of filing a registration statement the applicant shall pay to the 
Commission a fee of one one-hundredth of 1 per centum of the maximum aggregate 
price at which such securities are proposed to be offered, but in no case shall such 
fee be less than $25. 


[Note: See II-B, 3, p. LII, for provisions applicable to certain invest- 
ment companies. ] 


(c) The filing with the Commission of a registration statement, or of an amend- 
ment to a registration statement, shall be deemed to have taken place upon the 
receipt thereof, but the filing of a registration statement shall not be deemed to have 
taken place unless it is accompanied by a United States postal money order or a 
certified bank check or cash for the amount of the fee required under subsection (b). 

(d) The information contained in or filed with any registration statement shall be 
made available to the public under such regulations as the Commission may prescribe, 
and copies thereof, photostatic or otherwise, shall be furnished to every applicant 
at such reasonable charge as the Commission may prescribe. 

(e) No registration statement may be filed within the first forty days following 
the enactment of this Act. 


INFORMATION REQUIRED IN REGISTRATION STATEMENT 


Sec. 7. The registration statement, when relating to a security other than a 
security issued by a foreign government, or political subdivision thereof, shall 
contain the information, and be accompanied by the documents, specified in Schedule 
A,2° and when relating to a security issued by a foreign government, or political 
subdivision thereof, shall contain the information, and be accompanied by the 
documents, specified in Schedule B; except that the Commission may by rules or 
regulations provide that any such information or document need not be included in 
respect of any class of issuers or securities if it finds that the requirement of such 
information or document is inapplicable to such class and that disclosure fully 
adequate for the protection of investors is otherwise required to be included within 
the registration statement. If any accountant, engineer, or appraiser, or any person 
whose profession gives authority to a statement made by him, is named as having 
prepared or certified any part of the registration statement, or is named as having 
prepared or certified a report or valuation for use in connection with the registra- 
tion statement, the written consent of such person shall be filed with the registration 
statement. If any such person is named as having prepared or certified a report or 
valuation (other than a public official document or statement) which is used in 
connection with the registration statement, but is not named as having prepared or 
certified such report or valuation for use in connection with the registration state- 
ment, the written consent of such person shall be filed with the registration statement 
unless the Commission dispenses with such filing as impracticable or as involving 
undue hardship on the person filing the registration statement. Any such registration 
statement shall contain such other information, and be accompanied by such other 
documents, as the Commission may by rules or regulations require as being neces- 
sary or appropriate in the public interest or for the protection of investors. 


[Note: See II-A, p. LII, for requirements relating to securities issued 
under an indenture; see II-B, 1, 2, 4, and 5, p. LII, for situations in 
which alternate materials may be filed or incorporation by reference is 
permitted; see II-B, 6, p. LII, for extent of obligation to file supple- 
mentary information.] 


20 Section 24 (a) of the Investment Company Act of 1940 provides that an investment com- 
pany registered under that act may submit copies of the documents which it is required to 
file under that title in lieu of the registration statement specified in Schedule A of the Securities 
Act of 1933. [The text of this section is set forth in full in the II—B, 2, p. LII.] 
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TAKING EFFECT OF REGISTRATION STATEMENTS AND AMENDMENTS THERETO 


Sec. 8. (a) Except as hereinafter provided, the effective date of a registration 
statement shall be the twentieth day after the filing thereof or such earlier date 
as the Commission may determine, having due regard to the adequacy of the 
information respecting the issuer theretofore available to the public, to the 
facility with which the nature of the securities to be registered, their relationship 
to the capital structure of the issuer and the rights of holders thereof can be 
understood, and to the public interest and the protection of investors. If any 
amendment to any such statement is filed prior to the effective date of such state- 
ment, the registration statement shall be deemed to have been filed when such 
amendment was filed; except that an amendment filed with the consent of 
the Commission, prior to the effective date of the registration statement, or 
filed pursuant to an order of the Commission, shall be treated as a part of the 
registration statement.21! 

(b) If it appears to the Commission that a registration statement is on its face 
incomplete or inaccurate in any material respect, the Commission may, after notice 
by personal service or the sending of confirmed telegraphic notice not later than ten 
days after the filing of the registration statement, and opportunity for hearing (at a 
time fixed by the Commission) within ten days after such notice by personal service 
or the sending of such telegraphic notice, issue an order prior to the effective date of 
registration refusing to permit such statement to become effective until it has been 
amended in accordance with such order. When such statement has been amended in 
accordance with such order the Commission shall so declare and the registration shall 
become effective at the time provided in subsection (a) or upon the date of such 
declaration, whichever date is the later. 

(c) An amendment filed after the effective date of the registration statement, if 
such amendment, upon its face, appears to the Commission not to be incomplete or 
inaccurate in any material respect, shall become effective on such date as the Com- 
mission may determine, having due regard to the public interest and the protection 
of investors. 

(d) If it appears to the Commission at any time that the registration statement 
includes any untrue statement of a material fact or omits to state any material 
fact required to be stated therein or necessary to make the statements therein not 
misleading, the Commission may, after notice by personal service or the sending of 
confirmed telegraphic notice, and after opportunity for hearing (at a time fixed by 
the Commission) within fifteen days after such notice by personal service or the 
sending of such telegraphic notice, issue a stop order suspending the effectiveness of 
the registration statement. When such statement has been amended in accordance 
with such stop order the Commission shall so declare and thereupon the stop order 
shall cease to be effective. 


[Nore: See II-D, p. LII, for additional basis of stop order re investment 
companies; as to consolidation of proceedings with those under Trust 
Indenture Act see II-E, p. LII.] 


(e) The Commission is hereby empowered to make an examination in any case 
in order to determine whether a stop order should issue under subsection (d). In 
making such examination the Commission or any officer or officers designated by it 
shall have access to and may demand the production of any books and papers of, 
and may administer oaths and affirmations to and examine, the issuer, underwriter, 
or any other person, in respect of any matter relevant to the examination, and may, 
in its discretion, require the production of a balance sheet exhibiting the assets and 
liabilities of the issuer, or its income statement, or both, to be certified to by a 


21 This is an amendment approved August 22, 1940, as Title III of Public, No. 768, 76th Cong., 
54 Stat. 857, An Act “To provide for the registration and regulation of investment companies and 
investment advisers ” It supplants the former Sec. 8 (a) which read: 

“The effective date of a registration statement shall be the twentieth day after the filing there- 
of, except as hereinafter provided, and except that in case of securities of any foreign public au- 
thority, which has continued the full service of its obligations in the United States, the proceeds 
of which are to be devoted to the refunding of obligations payable in the United States, the 
registration statement shall become effective seven days after the filing thereof. If any amend- 
ment to any such statement is filed prior to the effective date of such statement, the registration 
statement shall be deemed to have been filed when such amendment was filed except that an 
amendment filed with the consent of the Commission prior to the effective date of the registration 
statement, or filed pursuant to an order of the Commission, shall be treated as a part of the 
registration statement.” 
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public or certified accountant approved by the Commission. If the issuer or under- 
writer shall fail to cooperate, or shall obstruct or refuse to permit the making of 
an examination, such conduct shall be proper ground for the issuance of a stop order. 

(£) Any notice required under this section shall be sent to or served on the issuer, 
or, in case of a foreign government or political subdivision thereof, to or on the 
underwriter, or, in the case of a foreign or Territorial person, to or on its duly 
authorized representative in the United States named in the registration statement, 
properly directed in each case of telegraphic notice to the address given in such 
statement. 

COURT REVIEW OF ORDERS 


Sec. 9. (a) Any person aggrieved by an order of the Commission may obtain a 
review of such order in the Court of Appeals of the United States, within any 
circuit wherein such person resides or has his principal place of business, or in the 
United States Court of Appeals for the District of Columbia, by filing in such court, 
with sixty days after the entry of such order, a written petition praying that the 
order of the Commission be modified or be set aside in whole or in part. A copy of 
such petition shall be forthwith transmitted by the clerk of the court to the Com- 
mission, and thereupon the Commission shall file in the court the record upon which 
the order complained of was entered as provided in section 2112 of title 28, United 
States Code.2* No objection to the order of the Commission shall be considered by 
the court unless such objection shall have been urged before the Commission. The 
finding of the Commission as to the facts, if supported by evidence, shall be con- 
clusive. If either party shall apply to the court for leave to adduce additional evi- 
dence, and shall show to the satisfaction of the court that such additional evidence 
is material and that there were reasonable grounds for failure to adduce such evidence 
in the hearing before the Commission, the court may order such additional evidence 
to be taken before the Commission and to be adduced upon the hearing in such 
manner and upon such terms and conditions as to the court may seem proper. The 
Commission may modify its findings as to the facts, by reason of the additional evi- 
dence so taken, and it shall file such modified or new findings, which, if supported 
by evidence, shall be conclusive, and its recommendation, if any, for the modification 
or setting aside of the original order. The jurisdiction of the court shall be ex- 


clusive and its judgment and decree, affirming, modifying, or setting aside, in whole 
or in part, any order of the Commission, shall be final, subject to review by the 
Supreme Court of the United States upon certiorari or certification as provided in 
sections 239 and 240 of the Judicial Code, as amended (U. S. C., title 28, secs. 
346 and 347) .28 

(b) The commencement of proceedings under subsection (a) shall not, unless 
specifically ordered by the court, operate as a stay of the Commission’s order. 


INFORMATION REQUIRED IN PROSPECTUS 


Sec. 10. (a) Except to the extent otherwise permitted or required pursuant to this 
subsection or subsections (c), (d), or (e)— 

(1) a prospectus relating to a security other than a security issued by a 
foreign government or political subdivision thereof, shall contain the information 
contained in the registration statement, but it need not include the documents 
referred to in paragraphs (28) to (32), inclusive, of schedule A 

(2) a prospectus relating to a Security issued by a foreign government or 
political subdivision thereof shall contain the information contained in the 
registration statement, but it need not include the documents referred to in 
paragraphs (13) and (14) of schedule B; 

(3) notwithstanding the provisions of paragraphs (1) and (2) of this sub- 
section (a) when a prospectus is used more than nine months after the effective 
date of the registration statement, the information contained therein shall be 
as of a date not more than sixteen months prior to such use, so far as such 


22 P.L. 85-791, § 9, approved Aug. 28, 1958, 72 Stat. 941 substituted the wording in italic 
type for the following material : 

“A copy of such petition shall be forthwith served upon the Commission, and thereupon the 
Commission shall certify and file in the court a transcript of the record upon which the order 
complained of was entered.” 

23 Secs. 346 and 347 of title 28, U. S. C., were repealed by Sec. 39, Public, 773, 80th Cong., 
approved June 25, 1948, 62 Stat. 869, and are now covered by section 1254 of title 28, U. S. C. 
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information is known to the user of such prospectus or can be furnished by 
such user without unreasonable effort or expense ; 

(4) there may be omitted from any prospectus any of the information re- 
quired under this subsection (a) which the Commtssion may by rules or 
regulations designate as not being necessary or appropriate in the public 
interest or for the protection of investors. 

(b) In addition to the prospectus permitted or required in subsection (a), the 
Commission shall by rules or regulations deemed necessary or appropriate in the 
public interest or for the protection of investors permit the use of a prospectus for 
the purposes of subsection (b) (1) of section 5 which omits in part or summarizes 
information in the prospectus specified in subsection (a). A prospectus permitted 
under this subsection shall, except to the extent the Commission by rules or regula- 
tions deemed necessary or appropriate in the public interest or for the protection of 
investors otherwise provides, be filed as part of the registration statement but shall 
not be deemed a part of such registration statement for the purposes of section 11. 
The Commission may at any time issue an order preventing or suspending the use 
of a prospectus permitted under this subsection (b), tf it has reason to believe that 
such prospectus has not been filed (if required to be filed as part of the registration 
statement) or includes any untrue statement of a material fact or omits to state any 
material fact required to be stated therein or necessary to make the statements therein, 
in the light of the circumstances under which such prospectus ts or is to be used, 
not misleading. Upon issuance of an order under this subsection, the Commission shall 
give notice of the issuance of such order and opportunity for hearing by personal 
service or the sending of confirmed telegraphic notice. The Commission shall vacate 
or modify the order at any time for good cause or tf such prospectus has been filed 
or amended in accordance with such order. 

(c) Any prospectus shall contain such other information as the Commission may 
by rules or regulations require as being necessary or appropriate in the public interest 
or for the protection of investors. 

(d) In the exercise of its powers under subsections (a), (b), or (c), the Com- 
mission shall have authority to classify prospectuses according to the nature and 
circumstances of their use or the nature of the security, issue, issuer, or otherwise, 
and, by rules and regulations and subject to such terms and conditions as it shall 
specify therein, to prescribe as to each class the form and contents which it may find 
appropriate and consistent with the public interest and the protection of investors. 

(@) The statements or information required to be included in a prospectus by 
or under authority of subsections (a), (b), (c), or (d), when written, shall be 
placed in a conspicuous part of the prospectus and, except as otherwise permitted by 
rules or regulations, in type as large as that used generally in the body of the 
prospectus. 

(f) In any case where a prospectus consists of a radio or television broadcast, 
copies thereof shall be filed with the Commission under such rules and regulations 
as it shall prescribe. The Commission may by rules and regulations require the 
filing with it of forms and prospectuses used in connection with the offer or sale 
of securities registered under this title.24 


24 Sec. 10. (a) A prospectus— 

(1) when relating to a security other than a security issued by a foreign government 
or political subdivision thereof, shall contain the same statements made in the registration 
statement, but it need not include the documents referred to in paragraphs (28) to 
(82), inclusive, of Schedule A; 

(2) when relating to a security issued by a foreign government or political subdivision 
thereof shall contain the same statements made in the registration statement, but it 
need not include the documents referred to in paragraphs (18) and (14) of Schedule B. 

(b) Notwithstanding the provisions of subsection (a)— 

(1) When a prospectus is used more than thirteen months after the effective date of 
the registration statement, the information in the statements contained therein shall be 
as of a date not more than twelve months prior to such use, so far as such information 
is known to the user of such prospectus or can be furnished by such user without un- 
reasonable effort or expense. 

(2) there may be omitted from any prospectus any of the statements required under 
such subsection (a) which the Commission may by rules or regulations designate as not 
being necessary or appropriate in the public interest or for the protection of investors. 

(3) any prospectus shall contain such other information as the Commission may by 
rules or regulations require as being necessary or appropriate in the public interest 
or for the protection of investors. 

(4) in the exercise of its powers under paragraphs (2) and (3) of this subsection, 
the Commission shall have authority to classify prospectuses according to the nature and 
circumstances of their use, and, by rules and regulations and subject to such terms and 
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[Nore: For additional powers of the Commission as to prospectuses of 
certain investment trust securities see II-B, 3, p. LII, and II-D, p. LII.] 


CIVIL LIABILITIES ON ACCOUNT OF FALSE REGISTRATION STATEMENT 


Sec. 11. (a) In case any part of the registration statement, when such part be- 
came effective, contained an untrue statement of a material fact or omitted to state 
a material fact required to be stated therein or necessary to make the statements therein 
not misleading, any person acquiring such security (unless it is proved that at the 
time of such acquisition he knew of such untruth or omission) may, either at law 
or in equity, in any court of competent jurisdiction, sue— 

(1) every person who signed the registration statement ; 

(2) every person who was a director of (or person performing similar func- 
tions) or partner in, the issuer at the time of the filing of the part of the 
registration statement with respect to which his liability is asserted ; 

(3) every person who, with his consent, is named in the registration state- 
ment as being or about to become a director, person performing similar func- 
tions, or partner ; 

(4) every accountant, engineer, or appraiser, or any person whose profession 
gives authority to a statement made by him, who has with his consent been 
named as having prepared or certified any part of the registration statement, 
or as having prepared or certified any report or valuation which is used in 
connection with the registration statement, with respect to the statement in 
such registration statement, report, or valuation, which purports to have been 
prepared or certified by him; 

(5) every underwriter with respect to such security. 

If such person acquired the security after the issuer has made generally 
available to its security holders an earning statement covering a period of 
at least twelve months beginning after the effective date of the registration 
statement, then the right of recovery under this subsection shall be condi- 
tioned on proof that such person acquired the security relying upon such 
untrue statement in the registration statement or relying upon the registra- 
tion statement and not knowing of such omission, but such reliance may 
be established without proof of the reading of the registration statement 
by such person. 

(b) Notwithstanding the provisions of subsection (a) no person, other than the 
issuer, shall be liable as provided therein who shall sustain the burden of proof— 

(1) that before the effective date of the part of the registration statement 
with respect to which his liability is asserted (A) he had resigned from or 
had taken such steps as are permitted by law to resign from, or cease or re- 
fused to act in, every office, capacity, or relationship in which he was described 
in the registration statement as acting or agreeing to act, and (B) he had 
advised the Commission and the issuer in writing that he had taken such action 
and that he would not be responsible for such part of the registration state- 
ment; or 

(2) that if such part of the registration statement became effective without 
his knowledge, upon becoming aware of such fact he forthwith acted and ad- 
vised the Commission, in accordance with paragraph (1), and, in addition, 
gave reasonable public notice that such part of the registration statement had 
become effective without his knowledge; or 

(3) that (A) as regards any part of the registration statement not purport- 
ing to be made on the authority of an expert, and not purporting to be a copy 


conditions as it shall specify therein, to prescribe as to each class the form and contents 
which it may find appropriate to such use and consistent with the public interest and 
the protection of investors. 

(c) The statements or information required to be included in a prospectus by or under au- 
thority of subsection (a) or (b), when written, shall be placed in a conspicuous part of the 
prospectus in type as large as that used generally in the body of the prospectus. 

(d) In any case where a prospectus consists of a radio broadcast, copies thereof shall be 
filed with the Commission under such rules and regulations as it shall prescribe. The Commis- 
sion may by rules and regulations require the filing with it of forms of prospectuses used in 
connection with the sale of securities registered under this title. 

P pe to amendment by Public, 291, 73d Cong., 48 Stat. 905 (1934), Section 10 (b) (1) read as 
‘ollows: 

“(1) when a prospectus is used more than thirteen months after the effective date of the 
registration statement, the information in the statements contained therein shall be as of a 
date not more than twelve months prior to such use.” 
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of or extract from a report or valuation of an expert, and not purporting to 
be made on the authority of a public official document or statement, he had, after 
reasonable investigation, reasonable ground to believe and did believe, at the 
time such part of the registration statement became effective, that the state- 
ments therein were true and that there was no omission to state a material 
fact required to be stated therein or necessary to make the statements therein 
not misleading; and (B) as regards any part of the registration statement 
purporting to be made upon his authority as an expert or purporting to be a 
copy of or extract from a report or valuation of himself as an expert, (i) he 
had, after reasonable investigation, reasonable ground to believe and did 
believe, at the time such part of the registration statement became effective, 
that the statements therein were true and that there was no omission to state a 
material fact required to be stated therein or necessary to make the statements 
therein not misleading, or (ii) such part of the registration statement did not 
fairly represent his statement as an expert or was not a fair copy of or 
extract from his report or valuation as an expert; and (C) as regards any 
part of the registration statement purporting to be made on the authority 
of an expert (other than himself) or purporting to be a copy of or extract 
from a report or valuation of an expert (other than himself), he had no 
reasonable ground to believe and did not believe, at the time such part of 
the registration statement became effective, that the statements therein 
were untrue or that there was an omission to state a material fact required 
to be stated therein or necessary to make the statements therein not mis- 
leading, or that such part of the registration statement did not fairly 
represent the statement of the expert or was not a fair copy of or extract 
from the report or valuation of the expert; and (D) as regards any part 
of the registration statement purporting to be a statement made by an 
official person or purporting to be a copy of or extract from a public 
official document, he had no reasonable ground to believe and did not 
believe, at the time such part of the registration statement became effec- 
tive, that the statement therein were untrue, or that there was an omission 
to state a material fact required to be stated therein or necessary to make 
the statements therein not misleading, or that such part of the registration 
statement did not fairly represent the statement made by the official person 
or was not a fair copy of or extract from the public official document.25 

(c) In determining, for the purpose of paragraph (3) of subsection (b) of 
this section, what constitutes reasonable investigation and reasonable ground 
for belief, the standard of reasonableness shall be that required of a prudent 
man in the management of his own property.2® 

(d) If any person becomes an underwriter with respect to the security after the 
part of the registration statement with respect to which his liability is asserted 
has become effective, then for the purposes of paragraph (3) of subsection (b) of 
this section such part of the registration statement shall be considered as having 
become effective with respect to such person as of the time when he became an under- 
writer. 

(e) The suit authorized under subsection (a) may be to recover such damages 
as shall represent the difference between the amount paid for the security (not 
exceeding the price at which the security was offered to the public) and (1) the 
value thereof as of the time such suit was brought, or (2) the price at which such 


25 (C) as regards any part of the registration statement purporting to be made on the 
authority of an expert (other than himself) or purporting to be a copy of or extract from a 
report or valuation of an expert (other than himself), he had reasonable ground to believe 
and did believe, at the time such part of the registration statement became effective, that the 
statements therein were true and that there was no omission to state a material fact required to 
be stated therein or necessary to make the statements therein not misleading, and that such 
part of the registration statement fairly represented the statement of the expert or was a fair 
copy or extract from the report or valuation of the expert; and (D) as regards any part of 
the registration statement purporting to be a statement made by an official person or purport- 
ing to be a copy of or extract from a public official document, he had reasonable ground to 
believe and did believe, at the time such part of the registration statement became effective, that 
the statements therein were true, and that there was no omission to state a material fact 
required to be stated therein or necessary to make the statements therein not misleading, and 
that such part of the registration statement fairly represented the statement made by the 
official person or was a fair copy of or extract from the public official document. 

26 (c) In determining for the purpose of paragraph (3) of subsection (b) of this section, 
what constitutes reasonable investigation and reasonable ground for belief, the standard of 
reasonableness shall be that required of a person occupying a fiduciary relationship. 
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security shall have been disposed of in the market before suit, or (3) the price 
at which such security shall have been disposed of after suit but before judg- 
ment if such damages shall be less than the damages representing the difference 
between the amount paid for the security (not exceeding the price at which the 
security was offered to the public) and the value thereof as of the time such suit 
was brought: Provided, that if the defendant proves that any portion or all of 
such damages represents other than the depreciation in value of such security 
resulting from such part of the registration statement, with respect to which 
his liability is asserted, not being true or omitting to state a material fact re- 
quired to be stated therein or necessary to make the statement therein not mis- 
leading, such portion of or all such damages shall not be recoverable. In no 
event shall any underwriter (unless such underwriter shall have knowingly 
received from the issuer for acting as an underwriter some benefit, directly or 
indirectly, in which all other underwriters similarly situated did not share in 
proportion to their respective interests in the underwriting) be liable in any 
suit or as a consequence of suits authorized under subsection (a) for damages 
in excess of the total price at which the securities underwritten by him and dis- 
tributed to the public were offered to the public. In any suit under this or any 
other section of this title the court may, in its discretion, require an undertaking 
for the payment of the costs of such suit, including reasonable attorney’s fees, 
and if judgment shall be rendered against a party litigant, upon the motion of 
the other party litigant, such costs may be assessed in favor of such party litigant 
(whether or not such undertaking has been required) if the court believes the 
suit or the defense to have been without merit, in an amount sufficient to reim- 
burse him for the reasonable expenses incurred by him, in connection with such 
suit, such costs to be taxed in the manner usually provided for taxing of costs in 
the court in which the suit was heard.27 

(f) All or any one or more of the persons specified in subsection (a) shall be 
jointly and severally liable, and every person who becomes liable to make any 
payment under this section may recover contribution as in cases of contract from 
any person who, if sued separately, would have been liable to make the same pay- 
ment, unless the person who has become liable was, and the other was not, guilty of 
fraudulent misrepresentation. 


(g) In no case shall the amount recoverable under this section exceed the price 
at which the security was offered to the public. 


CIVIL LIABILITIES ARISING IN CONNECTION WITH PROSPECTUSES AND COMMUNICATIONS 


Sec. 12. Any person who— 
(1) offers or sells a security in violation of section 5, or 
(2) offers or sells a security (whether or not exempted by the provisions of 
section 3, other than paragraph (2) of subsection (a) thereof), by the use of 
any means or instruments of transportation or communication in interstate 
commerce or of the mails, by means of a prospectus or oral communication, 
which includes an untrue statement of a material fact or omits to state a ma- 
terial fact necessary in order to make the statements, in the light of the 
circumstances under which they were made, not misleading (the purchaser 
not knowing of such untruth or omission), and who shall not sustain the 
burden of proof that he did not know, and in the exercise of reasonable care 
could not have known, of such untruth or omission, 
shall be liable to the person purchasing such security from him, who may sue either 
at law or in equity in any court of competent jurisdiction, to recover the con- 
sideration paid for such security with interest thereon, less the amount of any in- 
come received thereon, upon the tender of such security, or for damages if he no 
longer owns the security. 


LIMITATION OF ACTIONS 


Sec. 13. No action shall be maintained to enforce any liability created under 
section 11 or section 12(2) unless brought within one year after the discovery 
of the untrue statement or the omission, or after such discovery should have 


27 (e) The suit authorized under subsection (a) may be either (1) to recover the con- 
sideration paid for such security with interest thereon, less the amount of any income received 
thereon, upon the tender of such security, or (2) for damages if the person suing no longer 
owns the security. 


XXXVIII 





been made by the exercise of reasonable diligence, or, if the action is to enforce 
a liability created under section 12(1), unless brought within one year after the 
violation upon which it is based. In no event shall any such action be brought to 
enforce a liability created under section 11 or section 12(1) more than three 
years after the security was bona fide offered to the public, or under section 
12(2) more than three years after the sale.2® 


[Note: See II-B, 3, p. LII, for provisions applicable to certain investment 
companies. ] 


CONTRARY STIPULATIONS VOID 


Sec. 14. Any condition, stipulation, or provision binding any person acquiring any 
security to waive compliance with any provision of this title or of the rules and 
regulations of the Commission shall be void. 


LIABILITY OF CONTROLLING PERSONS 


Sec. 15. Every person who, by or through stock ownership, agency, or otherwise, 
or who, pursuant to or in connection with an agreement or understanding with one 
or more other persons by or through stock ownership, agency, or otherwise, con- 
trols any person liable under section 11 or 12, shall also be liable jointly and severally 
with and to the same extent as such controlled person to any person to whom such 
controlled person is liable, unless the controlling person had no knowledge of or 
reasonable grounds to believe in the existence of the facts by reason of which the 
liability of the controlled person is alleged to exist. 


ADDITIONAL REMEDIES 


Sec. 16. The rights and remedies provided by this title shall be in addition to 
any and all other rights and remedies that may exist at law or in equity. 


FRAUDULENT INTERSTATE TRANSACTIONS 


Sec. 17. (a) It shall be unlawful for any person in the offer or sale of any 
securities by the use of any means or instruments of transportation or communication 
in interstate commerce or by the use of the mails, directly or indirectly— 

(1) to employ any device, scheme, or artifice to defraud, or 

(2) to obtain money or property by means of any untrue statement of a 
material fact or any omission to state a material fact necessary in order to 
make the statements made, in the light of the circumstances under which 
they were made, not misleading, or 

(3) to engage in any transaction, practice, or course of business which 
operates or would operate as a fraud or deceit upon the purchaser. 

(b) It shall be unlawful for any person, by the use of any means or instruments 
of transportation or communication in interstate commerce or by the use of the 
mails, to publish, give publicity to, or circulate any notice, circular, advertisement, 
newspaper, article, letter, investment service, or communication which, though not 
purporting to offer a security for sale, describes such security for a consideration 
received or to be received, directly or indirectly, from an issuer, underwriter, or 
dealer, without fully disclosing the receipt, whether past or prospective, of such 
consideration and the amount thereof. 

(c) The exemptions provided in section 3 shall not apply to the provisions of 
this section. 


STATE CONTROL OF SECURITIES 


Sec. 18. Nothing in this title shall affect the jurisdiction of the securities com- 
mission (or any agency or office performing like functions) of any State or Territory 
of the United States, or the District of Columbia, over any security or any person. 


28 Sec. 13. No action shall be maintained to enforce any liability created under section 11 or 
section 12 (2) unless brought within two years after the discovery , & the untrue statement or 
the omission, or after such discovery should have been made by the exercise of reasonable 
diligence, or, if the action is to enforce a liability created under section 12 (1), unless brought 
within two years after the violation upon which it is based. In no event shall any such action 
be brought to enforce a liability created under section 11 or section 12 (1) more than ten 
years after the security was bona fide offered to the public. 


XXXIX 





SPECIAL POWERS OF COMMISSION 


Sec. 19. (a) The Commission shall have authority from time to time to make, amend, 
and rescind such rules and regulations as may be necessary to carry out the pro- 
visions of this title, including rules and regulations governing registration statements 
and prospectuses for various classes of securities and issuers, and defining accounting, 
technical, and trade terms used in this title. Among other things, the Commission 
shall have authority, for the purposes of this title, to prescribe the form or forms 
in which required information shall be set forth, the items or details to be shown in 
the balance sheet and earning statement, and the methods to be followed in the prepara- 
tion of accounts, in the appraisal or valuation of assets and liabilities, in the determina- 
tion of depreciation and depletion, in the differentiation of recurring and nonrecurring 
income, in the differentiation of investment and operating income, and in the prepara- 
tion, where the Commission deems it necessary or desirable, of consolidated balance 
sheets or income accounts of any person directly or indirectly controlling or con- 
trolled by the issuer, or any person under direct or indirect common control with the 
issuer; but insofar as they relate to any common carrier subject to the provisions 
of section 20 of the Interstate Commerce Act, as amended, the rules and regulations 
of the Commission with respect to accounts shall not be inconsistent with the require- 
ments imposed by the Interstate Commerce Commission under authority of such 
section 20. The rules and regulations of the Commission shall be effective upon 
publication in the manner which the Commission shall prescribe. No provision of 
this title imposing any liability shall apply to any act done or omitted in good 
faith in conformity with any rule or regulation of the Commission, notwithstand- 
ing that such rule or regulation may, after such act or omission, be amended or 
rescinded or be determined by judicial or other authority to be invalid for any 
reason. 


(b) For the purpose of all investigations which, in the opinion of the Commission, 
are necessary and proper for the enforcement of this title, any member of the Com- 
mission or any officer or officers designated by it are empowered to administer oath's 
and affirmations, subpoena witnesses, take evidence, and require the production of any 
books, papers, or other documents which the Commission deems relevant or material to 
the inquiry. Such attendance of witnesses and the production of such documentary 


evidence may be required from any place in the United States or any Territory at 
any designated place of hearing. 


INJUNCTIONS AND PROSECUTION OF OFFENSES 


Sec. 20. (a) Whenever it shall appear to the Commission, either upon complaint 
or otherwise, that the provisions of this title, or of any rule or regulation prescribed 
under authority thereof, have been or are about to be violated, it may, in its discre- 
tion, either require or permit such person to file with it a statement in writing, under 
oath, or otherwise, as to all the facts and circumstances concerning the subject matter 
= it believes to be in the public interest to investigate, and may investigate such 
acts. 

(b) Whenever it shall appear to the Commission that any person is engaged or 
about to engage in any acts or practices which constitute or will constitute a violation 
of the provisions of this title, or of any rule or regulation prescribed under authority 
thereof, it may in its discretion, bring an action in any district court of the United 
States, United States court of any Territory, or the United States District Court 
for the District of Columbia to enjoin such acts or practices, and upon a proper 
showing a permanent or temporary injunction or restraining order shall be granted 
without bond. The Commission may transmit such evidence as may be available 
concerning such acts or practices to the Attorney General who may, in his discretion, 
institute the necessary criminal proceedings under this title. Any such criminal 
proceeding may be brought either in the district wherein the transmittal of the 
prospectus or security complained of begins, or in the district wherein such prospectus 
or security is received. 

(c) Upon application of the Commission the district courts of the United States, 
the United States courts of any Territory, and the United States District Court for 
the District of Columbia, shall also have jurisdiction to issue writs of mandamus. 
commanding any person to comply with the provisions of this title or any order 
of the Commission made in pursuance thereof. 
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HEARINGS BY COMMISSION 


Sec, 21. All hearings shall be public and may be held before the Commission or 
an officer or officers of the Commission designated by it, and appropriate records 
thereof shall be kept. 


JURISDICTION OF OFFENSES AND SUITS 


Sec. 22. (a) The district courts of the United States, the United States courts of 
any Territory, and the United States District Court for the District of Columbia 
shall have jurisdiction of offenses and violations under this title and under the rules 
and regulations promulgated by the Commission in respect thereto, and, concurrent 
with State and Territorial courts, of all suits in equity and actions at law brought to 
enforce any liability or duty created by this title. Any such suit or action may be 
brought in the district wherein the defendant is found or is an inhabitant or transacts 
business, or in the district where the offer or sale took place, if the defendant par- 
ticipated therein, and process in such cases may be served in any other district of which 
the defendant is an inhabitant or wherever the defendant may be found. Judgments 
and decrees so rendered shall be subject to review as provided in sections 128 and 
240 of the Judicial Code, as amended (U. S. C., title 28, secs. 225 and 347).29 No 
case arising under this title and brought in any State court of competent jurisdiction 
shall be removed to any court of the United States. No costs shall be assessed for 
or against the Commission in any proceeding under this title brought by or 
against it in the Supreme Court or such other courts. 


(b) In case of contumacy or refusal to obey a subpoena issued to any person, 
any of the said United States courts, within the jurisdiction of which said person 
guilty of contumacy or refusal to obey is found or resides, upon application by the 
Commission may issue to such person an order requiring such person to appear 
before the Commission, or one of its examiners designated by it, there to produce 
documentary evidence if so ordered, or there to give evidence touching the matter 
in question; and any failure to obey such order of the court may be punished by said 
court as a contempt thereof. 


(c) No person shall be excused from attending and testifying or from producing 
books, papers, contracts, agreements, and other documents before the Commission, 
or in obedience to the subpoena of the Commission or any member thereof or any 
officer designated by it, or in any cause, or proceeding instituted by the Commission, 
on the ground that the testimony or evidence, documentary, or otherwise, required 
of him, may tend to incriminate him or subject him to a penalty or forfeiture but 
no individual shall be prosecuted or subjected to any penalty or forfeiture for or on 
account of any transaction, matter, or thing concerning which he is compelled, after 
having claimed his privilege against self-incrimination, to testify or produce evidence, 
documentary or otherwise, except that such individual so testifying shall not be 
exempt from prosecution and punishment for perjury committed in so testifying. 


UNLAWFUL REPRESENTATIONS 


Sec. 23. Neither the fact that the registration statement for a security has been 
filed or is in effect nor the fact that a stop order is not in effect with respect thereto 
shall be deemed a finding by the Commission that the registration statement is true 
and accurate on its face or that it does not contain an untrue statement of fact or 
omit to state a material fact, or be held to mean that the Commission has in any 
way passed upon the merits of, or given approval to, such security. It shall be unlawful 
to make, or cause to be made, to any prospective purchaser any representation con- 
trary to the foregoing provisions of this section. 


PENALTIES 


Sec. 24. Any person who willfully violates any of the provisions of this title, or 
the rules and regulations promulgated by the Commission under authority thereof, 
or any person who willfully, in a registration statement filed under this title, makes 
any untrue statement of a material fact or omits to state any material fact required 
to be stated therein or necessary to make the statements therein not misleading, shall 


29 Secs. 225 and 347, title 28, U. S. C. were repealed by Section 39, Public, 773, 80th Cong., 
approved June 25, 1948, 62 Stat. 869, Section 225 is now covered by sections 1291—1294, and 
section 347 by section 1254, title 28, U. S. C. 
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upon conviction be fined not more than $5,000 or imprisoned not more than five years, 
or both 


JURISDICTION OF OTHER GOVERNMENT AGENCIES OVER SECURITIES 


Sec. 25. Nothing in this title shall relieve any person from submitting to the 
respective supervisory units of the Government of the United States information, 
reports, or other documents that are now or may hereafter be required by any 
provision of law. 


SEPARABILITY OF PROVISIONS 


Sec. 26. If any provision of this Act, or the application of such provision to any 
person or circumstance, shall be held invalid, the remainder of this Act, or the ap- 
plication of such provision to persons or circumstances other than those as to which 
it is held invalid, shall not be affected thereby. 

Sec. 27. Upon the expiration of sixty days after the date upon which a ma- 
jority of the members of the Securities and Exchange Commission appointed 
under Section 4 of Title I of this act have qualified and taken office, all powers, 
duties and functions of the Federal Trade Commission under the Securities Act 
of 1933 shall be transferred to such Commission, together with all property, 
books, records and unexpended balances of appropriations used by or available 
to the Federal Trade Commission for carrying out its functions under the 
Securities Act of 1933. All proceedings, hearings or investigations commenced 
or pending before the Federal Trade Commission arising under the Securities 
Act of 1933 shall be continued by the Securities and Exchange Commission. All 
orders, rules and regulations which have been issued by the Federal Trade Com- 
mission under the Securities Act of 1933 and which are in effect shall continue 
in effect until modified, superseded, revoked, or repealed. All rights and 
interests accruing or to accrue under the Securities Act of 1933, or any pro- 
vision of any regulation relating to, or out of action taken by, the Federal Trade 
Commission under such Act, shall be followed in all respects and may be exer- 
cised and enforced. 

Sec. 28. The Commission is authorized and directed to make a study and in- 
vestigation of the work, activities, personnel and functions of protective and re- 
organization committees in connection with the reorganization, readjustment, 


rehabilitation, liquidation, or consolidation of persons and properties and to 
report the result of its studies and investigations and its recommendations to the 
Congress on or before January 3, 1936.3 


SCHEDULE A 


[Nore: See II-B, 2, p. LII, for requirements with respect to investment 
companies. ] 


(1) The name under which the issuer is doing or intends to do business ; 

(2) the name of the State or other sovereign power under which the issuer is 
organized ; 

(3) the location of the issuer’s principal business office, and if the issuer is a 
foreign or territorial person, the name and address of its agent in the United States 
authorized to receive notice ; 

(4) the names and addresses of the directors or persons performing similar func- 
tions, and the chief executive, financial and accounting officers, chosen or to be 
chosen if the issuer be a corporation, association, trust, or other entity; of all 
partners, if the issuer be a partnership; and of the issuer, if the issuer be an in- 
dividual; and of the promoters in the case of a business to be formed, or formed 
within two years prior to the filing of the registration statement ; 

(5) the names and addresses of the underwriters ; 

(6) the names and addresses of all persons, if any, owning of record or beneficially, 
if known, more than 10 per centum of any class of stock of the issuer, or more than 
10 per centum in the aggregate of the outstanding stock of the issuer as of a date 
within twenty days prior to the filing of the registration statement; 

(7) the amount of securities of the issuer held by any person specified in para- 
graphs (4), (5), and (6) of this schedule, as of a date within twenty days prior 


30 Secs. 27 and 28 are Secs. 210 _ * wes Title II, of Securities Exchange Act of 1934, ap- 
proved June 6, 1934, effective July 1, 
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to the filing of the registration statement, and, if possible, as of one year prior there- 
to, and the amount of the securities, for which the registration statement is filed, to 
which such persons have indicated their intention to subscribe; 

(8) the general character of the business actually transacted or to be transacted 
by the issuer ; 

(9) a statement of the capitalization of the issuer, including the authorized and 
outstanding amounts of its capital stock and the proportion thereof paid up, the 
number and classes of shares in which such capital stock is divided, par value 
thereof, or if it has no par value, the stated or assigned value thereof, a description of 
the respective voting rights, preferences, conversion and exchange rights, rights to 
dividends, profits, or capital of each class, with respect to each other class, including 
the retirement and liquidation rights or values thereof ; 

(10) a statement of the securities, if any, covered by options outstanding or to be 
created in connection with the security to be offered, together with the names and 
addresses of all persons, if any, to be allotted more than 10 per centum in the 
aggregate of such options; 

(11) the amount of capital stock of each class issued or included in the shares of 
stock to be offered ; 

(12) the amount of the funded debt outstanding and to be created by the security 
to be offered, with a brief description of the date, maturity, and character of such 
debt, rate of interest, character of amortization provisions, and the security, if any, 
therefor. If substitution of any security is permissible, a summarized statement of 
the conditions under which such substitution is permitted. If substitution is permissible 
without notice, a specific statement to that effect; 

(13) the specific purposes in detail and the approximate amounts to be devoted 
to such purposes, so far as determinable, for which the security to be offered is to 
supply funds, and if the funds are to be raised in part from other sources, the 
amounts thereof and the sources thereof, shall be stated ; 

(14) the remuneration, paid or estimated to be paid, by the issuer or its predecessor, 
directly or indirectly, during the past year and ensuing year to (a) the directors or 
persons performing similar functions, and (b) its officers and other persons, naming 
them wherever such remuneration exceeded $25,000 during any such year; 

(15) the estimated net proceeds to be derived from the security to be offered; 

(16) the price at which it is proposed that the security shall be offered to the 
public or the method by which such price is computed and any variation therefrom 
at which any portion of such security is proposed to be offered to any persons or 
classes of persons, other than the underwriters, naming them or specifying the class. 
A variation in price may be proposed prior to the date of the public offering of the 
security, but the Commission shall immediately be notified of such variation ; 

(17) all commissions or discounts paid or to be paid, directly or indirectly, by 
the issuer to the underwriters in respect of the sale of the security to be offered. Com- 
missions shall include all cash, securities, contracts, or anything else of value, paid 
to be set aside, disposed of, or understandings with or for the benefit of any other 
persons in which any underwriter is interested, made, in connection with the sale 
of such security. A commission paid or to be paid in connection with the sale 
of such security by a person in which the issuer has an interest or which is controlled 
or directed by, or under common control with, the issuer shall be deemed to have 
been paid by the issuer. Where any such commission is paid the amount of such 
commission paid to each underwriter shall be stated ; 

(18) the amount or estimated amounts, itemized in reasonable detail, of expenses, 
other than commissions specified in paragraph (17) of this schedule, incurred or 
borne by or for the account of the issuer in connection with the sale of the 
security to be offered or properly chargeable thereto, including legal, engineering, 
certification, authentication, and other charges ; 

(19) the net proceeds derived from any security sold by the issuer during the two 
years preceding the filing of the registration statement, the price at which such security 
was offered to the public, and the names of the principal underwriters of such 
security ; 

(20) any amount paid within two years preceding the filing of the registration 
statement or intended to be paid to any promoter and the consideration for any such 
payment ; 

(21) the names and addresses of the vendors and the purchase price of any 
property, or goodwill, acquired or to be acquired, not in the ordinary course of 
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business, which is to be defrayed in whole or in part from the proceeds of the 
security to be offered, the amount of any commission payable to any person in 
connection with such acquisition, and the name or names of such person or persons, 
together with any expense incurred or to be incurred in connection with such acquisi- 
tion, including the cost of borrowing money to finance such acquisition; 


(22) full particulars of the nature and extent of the interest, if any, of every 
director, principal executive officer, and of every stockholder holding more than 
10 per centum of any class of stock or more than 10 per centum in the aggregate of 
the stock of the issuer, in any property acquired, not in the ordinary course of business 
of the issuer, within two years preceding the filing of the registration statement or 
proposed to be acquired at such date; 

_ (23) the names and addresses of counsel who have passed on the legality of the 
issue ; 

(24) dates of and parties to, and the general effect concisely stated of every 
material contract made, not in the ordinary course of business, which contract is 
to be executed in whole or in part at or after the filing of the registration statement 
or which contract has been made not more than two years before such filing. Any 
management contract or contract providing for special bonuses or profit-sharing 
arrangements, and every material patent or contract for a material patent right, and 
every contract by or with a public utility company or an affiliate thereof, providing 
for the giving or receiving of technical or financial advice or service (if such contract 
may involve a charge to any party thereto at a rate in excess of $2,500 per year 
in cash or securities or anything else of value), shall be deemed a material contract; 

(25) a balance sheet as of a date not more than ninety days prior to the date 
of the filing of the registration statement showing all of the assets of the issuer, 
the nature and cost thereof, whenever determinable, in such detail and in such form 
as the Commission shall prescribe (with intangible items segregated), including any 
loan in excess of $20,000 to any officer, director, stockholder or person directly or 
indirectly controlling or controlled by the issuer, or person under direct or indirect 
common control with the issuer. All the liabilities of the issuer in such detail and 
such form as the Commission shall prescribe, including surplus of the issuer showing 
how and from what sources such surplus was created, all as of a date not more than 
ninety days prior to the filing of the registration statement. If such statement be not 
certified by an independent public or certified accountant, in addition to the balance 
sheet required to be submitted under this schedule, a similar detailed balance sheet 
of the assets and liabilities of the issuer, certified by an independent public or 
certified accountant, of a date not more than one year prior to the filing of the 
registration statement, shall be submitted ; 


(26) a profit and loss statement of the issuer showing earnings and income, the 
nature and source thereof, and the expenses and fixed charges in such detail and 
such form as the Commission shall prescribe for the latest fiscal year for which 
such statement is available and for the two preceding fiscal years, year by year, or, 
if such issuer has been in actual business for less than three years, then for such 
time as the issuer has been in actual business, year by year. If the date of the 
filing of the registration statement is more than six months after the close of the 
last fiscal year, a statement from such closing date to the latest practicable date. 
Such statement shall show what the practice of the issuer has been during the three 
years or lesser period as to the character of the charges, dividends or other dis- 
tributions made against its various surplus accounts, and as to depreciation, depletion, 
and maintenance charges, in such detail and form as the Commission shall prescribe, 
and if stock dividends or avails from the sale of rights have been credited to income, 
they shall be shown separately with a statement of the basis upon which the credit 
is computed. Such statement shall also differentiate between any recurring and non- 
recurring income and between any investment and operating income. Such statement 
shall be certified by an independent public or certified accountant ; 

(27) if the proceeds, or any part of the proceeds, of the security to be issued is to 
be applied directly or indirectly to the purchase of any business, a profit and loss 
statement of such business certified by an independent public or certified accountant, 
meeting the requirements of paragraph (26) of this schedule, for the three preceding 
fiscal years, together with a balance sheet, similarly certified, of such business, meet- 
ing the requirements of paragraph (25) of this schedule of a date not more than 
ninety days prior to the filing of the registration statement or at the date such 
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business was acquired by the issuer if the business was acquired by the issuer 
more than ninety days prior to the filing of the registration statement; 

(28) a copy of any agreement or agreements (or, if identic agreements are 
used, the forms thereof) made with any underwriter, including all contracts and 
agreements referred to in paragraph (17) of this schedule; 

(29) a copy of the opinion or opinions of counsel in respect to the legality of 
the issue, with a translation of such opinion, when necessary, into the Englisn 
language ; 

(30) a copy of all material contracts referred to in paragraph (24) of this 
schedule, but no disclosure shall be required of any portion of any such contract 
if the Commission determines that disclosure of such portion would impair the 
value of the contract and would not be necessary for the protection of the in- 
vestors ; 

(31) unless previously filed and registered under the provisions of this title, 
and brought up to date, (a) a copy of its articles of incorporation, with all 
amendments thereof and of its existing bylaws or instruments corresponding thereto, 
whatever the name, if the issuer be a corporation ; (b) copy of all instruments by 
which the trust is created or declared, if the issuer is a trust; (c) a copy of its 
articles of partnership or association and all other papers pertaining to its organiza- 
tion, if the issuer is a partnership, unincorporated association, joint-stock company, 
or any other form of organization ; and 

(32) a copy of the underlying agreements or indentures affecting any stock, bonds, 
or debentures offered or to be offered. 

In case of certificates of deposit, voting trust certificates, collateral trust certificates, 
certificates of interest or shares in unincorporated investment trusts, equipment trust 
certificates, interim or other receipts for certificates, and like securities, the Com- 
mission shall establish rules and regulations requiring the submission of informa- 
tion of a like character applicable to such cases, together with such other informa- 
tion as it may deem appropriate and necessary regarding the character, financial 
or otherwise, of the actual issuer of the securities and/or the person performing 
the acts and assuming the duties of depositor or manager. 


SCHEDULE B 


(1) Name of borrowing government or subdivision thereof ; 

(2) specific purposes in detail and the approximate amounts to be devoted to 
such purposes, so far as determinable, for which the security to be offered is to 
supply funds, and if the funds are to be raised in part from other sources, the 
amounts thereof and the sources thereof, shall be stated; 

(3) the amount of the funded debt and the estimated amount of the floating debt 
outstanding and to be created by the security to be offered, excluding intergovern- 
mental debt, and a brief description of the date, maturity, character of such debt, 
rate of interest, character of amortization provisions, and the security, if any, 
therefor. If substitution of any security is permissible, a statement of the con- 
ditions under which such substitution is permitted. If substitution is permissible 
without notice, a specific statement to that effect ; 

(4) whether or not the issuer or its predecessor has, within a period of twenty 
years prior to the filing of the registration statement, defaulted on the principal 
or interest of any external security, excluding intergovernmental debt, and, if so, 
the date, amount, and circumstances of such default, and the terms of the succeed- 
ing arrangement, if any; 

(5) the receipts, classified by source, and the expenditures, classified by purpose 
in such detail and form as the Commission shall prescribe for the latest fiscal year 
for which such information is available and the two preceding fiscal years, year by 
year ; 

(6) the names and addresses of the underwriters ; 

(7) the name and address of its authorized agent, if any, in the United States ; 


(8) the estimated net proceeds to be derived from the sale in the United States 
of the security to be offered ; 

(9) the price at which it is proposed that the security shall be offered in the 
United States to the public or the method by which such price is computed. A 
variation in price may be proposed prior to the date of the public offering of the 
security, but the Commission shall immediately be notified of such variation; 
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(10) all commissions paid or to be paid, directly or indirectly, by the issuer 
to the underwriters in respect of the sale of the security to be offered. Commis- 
sions shall include all cash, securities, contracts, or anything else of value, paid, to 
be set aside, disposed of, or understandings with or for the benefit of any other 
persons in which the underwriter is interested, made, in connection with the sale 
of such security. Where any such commission is paid, the amount of such commis- 
sion paid to each underwriter shall be stated ; 

(11) the amount or estimated amounts, itemized in reasonable detail, of expenses, 
other than the commissions specified in paragraph (10) of this schedule, incurred or 
borne by or for the account of the issuer in connection with the sale of the 
security to be offered or properly chargeable thereto, including legal, engineering, 
certification, and other charges ; 

(12) the names and addresses of counsel who have passed upon the legality 
of the issue; 

(13) a copy of any agreement or agreements made with any underwriter govern- 
ing the sale of the security within the United States; and 

(14) an agreement of the issuer to furnish a copy of the opinion or opinions of 
counsel in respect to the legality of the issue, with a translation, where necessary, 
into the English language. Such opinion shall set out in full all laws, decrees, 
ordinances, or other acts of Government under which the issue of such security 
has been authorized. 


TITLE II 


Title II provides for the creation of a corporation to be known 
as the “Corporation of Foreign Security Holders”, to act generally 
in the name and on behalf of holders of foreign securities whose 
interests may be entrusted to the Corporation, but not to represent the 
United States Government. Section 211 of Title II provides that 
this title shall not take effect until the President finds that its taking effect 
is in the public interest and by proclamation so declares, As of September 
1, 1959, no such proclamation has ever been issued. 


PROVISIONS OF FEDERAL LAWS RELATING TO THE 
SECURITIES ACT OF 1933 AS AMENDED 


I. EXEMPTIONS 


In addition to Sections 3 and 4 of the Securities Act of 1933, as amended, the 
following should be considered : 

A. Section 264 of the National Bankruptcy Act, as amended June 22, 1938 (c. 575, 
§ 1, 52 Stat. 902) :1 

a. The provisions of section 5 of the Securities Act of 1933 shall not apply to— 


(1) any security issued by the receiver, trustee, or debtor in possession 
pursuant to paragraph (2) of section 116? of this Act; or 


1 Sec. 7 of the amendatory Act provides that the Act shall “take effect and be in force on 
and after three months from the date of its approval.” Sec. 276. c. provides as follows with 
respect to pending proceedings under secs. 77A and 77B of the Bankruptcy Act: 

“ce. the provisions of sections 77A and 77B of chapter VIII, as amended, of the Act entitled 
‘An Act to establish a uniform system of bankruptcy throughout the United States, approved 
July 1, 1898, shall continue in full force and effect with respect to proceedings pending under 
those sections upon the effective date of this amendatory Act, except that— 

“(1) if the petition in such proceedings was approved within three months prior to the 
effective date of this amendatory Act, the provisions of this chapter shall apply in their 
entirety to such proceedings ; and 

“(2) if the petition in such proceedings was approved more than three months before the 
effective date of this amendatory Act, the provisions of this chapter shall apply to such 
proceedings to the extent that the judge shall deem their application practicable; and * * *.”’ 
ous ts (2) of sec. 116 of the Bankruptcy Act, as amended June 22, 1938, c. 575, § 1, 52 

“Sec. 116. Upon the approval of a petition, the judge may, in addition to the jurisdiction, 
powers, and duties hereinabove and elsewhere in this chapter conferred and imposed upon him 
and the court— : 

: . * = s : . * s 

“(2) authorize a receiver, trustee, or debtor in possession, upon such notice as the judge 
may prescribe and upon cause shown, to issue certificates of indebtedness for cash, property, 
or other consideration approved by the judge, upon such terms and conditions and with such 
security and priority in payment over existing obligations, secured or unsecured as in the 
particular case may be equitable ;” 
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(2) any transaction in any security issued pursuant to a plan in exchange 
for securities of or claims against the debtor or partly in such exchange and 
partly for cash and/or property, or issued upon exercise of any right to 
subscribe or conversion privilege so issued, except (a) transactions by an issuer 
or an underwriter in connection with a distribution otherwise than pursuant 
to the plan, and (b) transactions by a dealer as to securities constituting the 
whole or a part of an unsold allotment to or subscription by such dealer as a 
participant in a distribution of such securities by the issuer or by or through 
an underwriter otherwise than pursuant to the plan. 


b. As used in this section, the terms “security,” “issuer,” “underwriter,” and 
“dealer” shall have the meanings provided in Section 2 of the Securities Act of 1933, 
and the term “Securities Act of 1933” shall be deemed to refer to such Act as here- 
tofore or hereafter amended. 


[Note: Sec. 264, which is contained in chap. X of the amendatory 
Act entitled “Corporate Reorganization,” is to replace the following 
excerpt from subdivision (h) of sec. 77B of the Bankruptcy Act as con- 
tained in c. 424, 48 Stat. 920, approved June 7, 1934: 


* * * All securities issued pursuant to any plan of reorganization con- 
firmed by the court in accordance with the provisions of this section, 
including, without limiting the generality of the foregoing, any securities 
issued pursuant to such plan for the purpose of raising money for 
working capital and other purposes of such plan and securities issued 
by the debtor or by the trustee or trustees pursuant to subdivision (c), 
clause (3), of this section, and all certificates of deposit representing 
securities of or claims against the debtor which it is proposed to deal 
with under any such plan, shall be exempt from all the provisions of the 
Securities Act of 1933, approved May 27, 1933, except the provisions 
of subdivision (2) of section 12, and section 17 thereof, and except the 
provisions of section 24 thereof as applied to any willful violation of 
said section 17. 

Subdivision (c), clause (3), referred to in the above excerpt from sec. 
77B, reads as follows: 

(c) Upon approving the petition or answer or at any time thereafter 
the judge, in addition to the jurisdiction and powers elsewhere in this 
section conferred upon him, * * * (3) may, for cause shown, authorize the 
debtor or the trustee or trustees, if appointed, to issue certificates for 
cash, property, or other consideration approved by the judge for such 
lawful purposes, and upon such terms and conditions and with such 
security and such priority in payments over existing obligations, secured 
or unsecured, as may be lawful in the particular case; * * *. 

The effect of sec. 264 and its relation to sec. 77B (h) is discussed in 
the following excerpt from S. Rept. No. 1916, 75th Cong. (3d sess.), 
at p. 38: 

Section 264 is derived in part from section 77B (h). Under this 
provision no registration in compliance with the Securities Act of 
1933 is required for the issuance of securities to the security holders 
or creditors of the debtor in whole or part exchange for their old 
securities or claims. However, new issues sold by the reorganized 
company for cash are required to be registered under the Securities Act 
just as any other new issues of securities, in order that prospective in- 
vestors may have all material information before buying. Furthermore, 
the exemption for the issuance of securities to security holders and 
creditors under the plan does not extend to any subsequent redistribution 
of such securities by the issuer or an underwriter; for any such redis- 
tribution is subject to the same need for public disclosure of relevant 
data as in the case of a new issue. This need for registration upon re- 
distribution has been recognized by the Securities and Exchange Com- 
mission in its interpretation of section 77B (h), but the revision embodied 
in section 264 is designed to remove all doubt as to the correctness of 
that interpretation. ] 
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B. Section 393 of the National Bankruptcy Act, as amended June 22, 1938, c. 
575, § 1, 52 Stat. 914: 
a. The provisions of section 5 of the Securities Act of 1933 shall not apply to— 


(1) any security issued by a receiver, trustee, or debtor in possession 
pursuant to section 344 of this Act ;3 or 

(2) any transaction in any security issued pursuant to an arrangement 
in exchange for securities of or claims against the debtor or partly in such 
exchange and partly for cash and/or property, or issued upon exercise of any 
right to subscribe or conversion privilege so issued, except (a) transactions 
by an issuer or an underwriter in connection with a distribution otherwise than 
pursuant to the arrangement, and (b) transactions by a dealer as to securities 
constituting the whole or a part of an unsold allotment to or subscription by 
such dealer as a participant in a distribution of such securities by the issuer 
or by or through an underwriter otherwise than pursuant to the arrange- 
ment. 


b. As used in this section, the terms “security,” “issuer,” “underwriter,” and 
“dealer” shall have the meanings provided in section 2 of the Securities Act of 1933, 
and the term “Securities Act of 1933” shall be deemed to refer to such Act as here- 
tofore or hereafter amended. 


[NoreE: Sec. 393 is contained in chap. XI of the amendatory Act, entitled 
“Arrangements.”’] 


C. Section 518 of the National Bankruptcy Act, as amended June 22, 1938, c. 
575, § 1, 52 Stat. 928, Public No. 696, 75th Congress, approved June 22, 1938: 
a. The provisions of section 5 of the Securities Act of 1933 shall not apply to— 


(1) any security issued by a trustee or debtor in possession pursuant 
to section 446 of this Act ;4 or 

(2) any transaction in any security issued pursuant to an arrangement 
in exchange for securities of or claims against the debtor or partly in such 
exchange and partly for cash and/or property, or issues upon exercise of any 
right to subscribe or conversion privilege so issued, except (a) transactions 
by an issuer or an underwriter in connection with a distribution otherwise 
than pursuant to the arrangement, and (b) transactions by a dealer as to 
securities constituting the whole or a part of an unsold allotment to or sub- 
scription by such dealer as a participant in a distribution of such securities by 
the issuer or by or through an underwriter otherwise than pursuant to the 
arrangement. 


b. As used in this section, the terms “security,” “issuer,” “underwriter,” and 
“dealer” shall have the meanings provided in section 2 of the Securities Act of 1933, 
and the term “Securities Act of 1933” shall be deemed to refer to such Act as hereto- 
fore or hereafter amended. 


[Nore: Sec. 518 is contained in chap. XII of the amended Act entitled 
“Real Property Arrangements by Persons other than Corporations.”] 


D. Excerpt from subdivision (f) of section 77 of the Bankruptcy Act, as amended 
August 27, 1935 (c. 774, 49 Stat. 920) : 
* * * The provisions of title I and of section 5 of the Securities Act of 1933, as 


3 Sec. 344 of the Act, referred to in sec. 393, a. (1), reads as follows: 

“Sec. 344. During the pendency of a proceeding for an arrangement, or after the confirma- 
tion of the arrangement where the court has retained jurisdiction, the court may upon cause 
shown authorize the receiver or trustee, or the debtor in possession, to issue certificates of 
indebtedness for cash, praperty, or other consideration approved by the court, upon such 
terms and conditions and with such security and priority in payment over existing obligations as 
in the particular case may be equitable.” 

4 Sec. 446, referred to in sec. 518, reads as follows: 

“Sec. 446. During the pendency of a proceeding for an arrangement, or after the confirmation 
of the arrangement where the court has retained jurisdiction, the court may upon cause shown 
authorize the trustee or debtor in possession to issue certificates of indebtedness for cash, 
property, or other consideration approved by the court, upon such terms and conditions 
and with such security and priority in payment over existing obligations as in the particular 
case may be equitable.” 
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amended, shall not apply to the issuance, sale, or exchange of any of the following 
securities, which securities and transactions therein shall, for the purposes of said 
Securities Act, be treated as if they were specifically mentioned in sections 3 and 4 
of the said Securities Act, respectively: (1) All securities issued pursuant to any 
plan or reorganization confirmed by the judge in accordance with the provisions 
of this section; (2) all securities issued pursuant to such plan for the purpose of 
raising money for working capital and other purposes of such plan; (3) all securities 
issued by the debtor or by the trustee or trustees pursuant to subdivision (c), 
clause (3) of this section;5 (4) all certificates of deposit representing securities of, 
or claims against, the debtor, with the exception of such certificates of deposit as 
are issued by committees not subject to subsection (p) hereof. The provisions of 
subdivision (a) of section (14) of the Securities Exchange Act of 1934 shall not be 


applicable with respect to any action or matter which is within the provisions of 
subsection (p) hereof.® 


5 Subdivision (c), clause (3), referred to in the above excerpt, reads as follows: 
“(c) After approving the petition: 


. * * = * * s s * 


“(3) The judge may, upon not less than fifteen days’ notice published in such manner and 
in such newspapers as the judge may in his discretion determine, which notice so determined 
shall be sufficient, for cause shown, and with the approval of the Commission [Interstate Com- 
merce Commission], in accordance with section 20 (a) of the Interstate Commerce Act, as 
now or hereafter amended, authorize the trustee or trustees to issue certificates for cash, 
property, or other consideration approved by the judge, for such lawful purposes and upon 
such terms and conditions and with such security and such priority in payments over existing 


peg me erg secured or unsecured, or receivership charges, as might in an equity receivership 


6 Subsection (p), referred to in the above excerpt, reads as follows: 

“(p) It shall be unlawful for any person, during the pendency of proceedings under this 
section or of receivership proceedings against a railroad corporation in any State or Federal 
court, (a) to solicit, or permit the use of his name to solicit, from any creditor or shareholder 
of any railroad corporation by or against whom such proceedings have been instituted, any 
proxy or authorization to represent any such creditor or shareholder in such proceedings or in 
any matters relating to such proceedings, or to vote om his behalf for or against, or to consent 
to or reject, any plan of reorganization proposed in connection with such proceedings; or (b) 
to use, employ, or act under or pursuant to any such proxy or authorization from any such 
creditor or shareholder which has been solicited or obtained prior to the institution of such 
proceedings ; or (c) to solicit the deposit by any such creditor, or shareholder, of his claim against 
or interest in such railroad corporation, or any instrument evidencing the same, under any 
agreement authorizing anyone other than such depositor to represent such depositor in such 
proceedings or in any matters relating to such proceedings, including any matters relating to 
the deposited security or claim; or to vote such claim or interest or to consent to or reject 
any such plan of reorganization; or (d) to use, employ, or act under or pursuant to any such 
agreement with such depositor which has been solicited or obtained prior to the institution of 
such proceedings; unless and until, upon proper application by any person proposing to make 
such solicitation or to use, employ, or act under or pursuant to such proxies, authorizations, 
or deposit agreements, and after consideration of the terms and conditions (including pro- 
visions governing the compensation and expenses to be received by the applicant, its agents and 
attorneys, for their services) upon which it is proposed to make such solicitation or to use, 
employ, or act under or pursuant to such proxies, authorizations, or deposit agreements, the 
Commission [Interstate Commerce Commission] after hearing by order authorizes such sclicita- 
tion, use, employment, or action: Provided, however, That nothing contained in this section 
shall be applicable to or construed to prohibit any person, when not part of an organized effort, 
from acting in his own interest, and not for the interest of any other, through a representative 
or otherwise, or from authorizing a representative to act for him in any of the foregoing 
matters, or to prohibit groups of not more than twenty-five bona fide holders of securities or 
claims or groups of mutual institutions from acting together for their own interests and 
not for others through representatives or otherwise or from authorizing representatives of 
such groups to act for them in respect to any of the foregoing matters. The Commission shall 
make such order only if it finds that the terms and conditions upon which such solicitation, use, 
employment, or action is proposed are reasonable, fair, and in the public interest, and conform 
to such rules and regulations as the Commission may provide. The Commission shall have 
the power to make such rules and regulations respecting such solicitation, use, employment, or 
action and with respect to the terms and the provisions of such proxies, authorizations, and 
deposit agreements, and with respect to such other matters in connection with the administra- 
tion of this subsection as it deems necessary or desirable to promote the public interest, and 
to insure proper practices in the representation of creditors and stockholders through the use 
of such proxies, authorizations, or deposit agreements and in the solicitation thereof. It 
shall be unlawful for any person to solicit any such proxy, authorization, or the deposit of any 
such claim or interest or to use, employ, or act under or pursuant to any such proxy, au- 
thorization, or deposit agreement which has been solicited or obtained prior to the institution 
of such proceedings in violation of the rules and regulations so prescribed. 

“Every application for authority shall be made in such form and contain such matters as the 
Commission may prescribe. Every such application shall be made under oath, signed by, or on 
behalf of, the applicant by a duly authorized agent having knowledge of the matters therein set 
forth. The Commission may modify any order authorizing such solicitation, use, employment, 
or action by a supplemental order, but no such modification shall invalidate action previously 
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_E. Section 3 (a) (6) of the Securities Act exempts from the registration pro- 
visions of that act “any security issued by a common or contract carrier, the 


issuance of which is subject to the provisions of section 20a of the Interstate Com- 
merce Act, as amended: 


Section 20a of the Interstate Commerce Act defines carriers as follows: 


(1) Carrier defined—As used in this section the term “carrier” means a 
common carrier by railroad (except a street, suburban, or interurban electric 
railway which is not operated as a part of a general steam railroad system of 
transportation) which is subject to this chapter, or any corporation organized 


for the purpose of engaging in transportation by railroad subject to this 
chapter. 


Subsection (2) of section 20a describes the securities which are subject to the 
jurisdiction of the Interstate Commerce Commission as follows: 


§ 20a. (2) Issuance of securities; assumption of obligations; authorization — 
It shall be unlawful for any carrier to issue any share of capital stock or any 
bond or other evidence of interest in or indebtedness of the carrier (hereinafter 
in this section collectively termed ‘securities’) or to assume any obligation or 
liability as lessor, lessee, guarantor, indorser, surety, or otherwise, in respect 
of the securities of any other person, natural or artificial, even though per- 
mitted by the authority creating the carrier corporation, unless and until, 
and then only to the extent that, upon application by the carrier, and after 
investigation by the commission of the purposes and uses of the proposed 
issue and the proceeds thereof, or of the proposed assumption of obligation or 
liability in respect of the securities of any other person, natural or artificial, 
the commission by order authorizes such issue or assumption. The commis- 
sion shall make such order only if it finds that such issue or assumption: (a) 
is for some lawful object within its corporate purposes, and compatible with 
the public interest, which is necessary or appropriate for or consistent with 
the proper performance by the carrier of service to the public as a common 
carrier, and which will not impair its ability to perform that service, and (b) 
is reasonably necessary and appropriate for such purpose. 


taken, or rights or obligations which have previously arisen, in conformity with the Commisson’s 
prior order or orders authorizing such solicitation, use, employment, or action. 

“The Commission may, in its discretion, make such investigations as it deems necessary to 
determine whether any person has violated or is about to violate any provision of this subsection 
(p) or any rule or regulation thereunder, and may require or permit any person to file with it 
a statement in writing, under oath, or otherwise, as the Commission shall determine, as to all 
the facts and circumstances concerning the matter to be investigated. The Commission is au- 
thorized, in its discretion, to publish information concerning any such violations, and to 
investigate any such facts, conditions, practices, or matters as it may deem necessary or 
proper to aid in the enforcement of the provisions of this subsection (p), in the prescribing 
of rules and regulations thereunder, or in securing information to serve as a basis for 
recommending further legislation concerning the matters to which this subsection relates. 

“Any ‘person who willfully violates any provision of this subsection, or any rule or regu- 
lation made thereunder the violation of which is made unlawful, or any person who will- 
fully and knowingly makes, or causes to be made, any statement in any application, report, 
or document required to be filed hereunder or under any rule or regulation authorized hereby, 
which statement is false or misleading with respect to any material facts, shall be guilty 
of a misdemeanor, and on conviction in any United States court having jurisdiction, shall 
be punished by a fine of not less than $1,000 nor more than $10,000 or by imprisonment for 
not less than one year nor more than three years, or by both such fine and imprisonment, in 
the discretion of the court; but no person shall be subject to imprisonment under this section 
for the violation of any rule or regulation if he proves that he had no knowledge of such rule 
or regulation. 

“The provisions of this subsection (p) shall not be applicable to any person or committee 
which has begun to solicit, obtain, or use proxies, authorizations, or deposit agreements prior to 
the effective date of this amendatory section in connection with proceedings under this section 
as in force prior to such effective date or receivership proceedings against a railroad then 
pending in any State or Federal court, unless such person or committee makes application to 
the Commission and receives authority to act as in this subsection provided, in which event 
the provisions of this subsection (p) shall be applicable to such person or committee, but 
such authorization shall not be upon terms which shall invalidate any action theretofore 
taken, or any rights or obligations which have theretofore arisen: Provided, That with re- 
spect to committees which are not subject to this subsection (p) the judge shall scrutinize and 
may disregard any limitations or provisions of any deposit agreements, committee, or other 
authorizations affecting any creditor or stockholder acting under this section and may enforce 
an accounting thereunder or restrain the —o of any power which he finds to be unfair 
or not consistent with public policy, including the collection of unreasonable amounts for 
compensation and expenses.” 
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In addition to the carriers whose securities were originally subject to the jurisdic- 
tion of the Interstate Commerce Commission under section 20a, section 214 of the 
Motor Carrier Act of 1935 (approved August 9, 1935; 49 Stat. 543, amended June 
29, 1938, c. 811, § 15; 52 Stat. 1240) added the following classifications: 


Common and contract carriers by motor vehicle, corporations organized 
for the purpose of engaging in transportation as such carriers, and corporations 
authorized by order entered under section 213 (a) (1) to acquire control of 
any such carrier, or of two or more such carriers, shall be subject to the 
provisions of paragraphs 2 to 11, inclusive, of section 20a of part I of this 
Act (including penalties applicable in cases of violations thereof): Provided, 
however, That said provisions shall not apply to such carriers or corporations 
where the par value of the securities to be issued, together with the par value 
of the securities then outstanding, does not exceed $500,000. Nor to the 
issuance of notes of a maturity of two years or less and aggregating not more 
than $100,000, which notes aggregating such amount including all outstanding 
obligations maturing in two years or less may be issued without reference 
to the percentage which said amounts bear to the total amount of outstanding 
securities. In the case of securities having no par value, the par value for the 
purpose of this section shall be the fair market value as of the date of their 
issue: Provided further, That the exemption in section 3 (a) (6) of the 
“Securities Act of 1933,” is hereby amended to read as follows: (6) Any security 
issued by a common or contract carrier, the issuance of which is subject 
to the provisions of section 20a of the Interstate Commerce Act as amended; 


[Note: Consideration should be given to sec. 705 (5) of chap. 
XV of the National Bankruptcy Act as amended by Public No. 242, 
76th Cong., approved July 28, 1939, dealing with railroad adjustments, 
which provides that for the purpose of that chapter the term “securities” 
shall include, in addition to those defined in sec. 20a of the Interstate 
Commerce Act, certificates of deposit and all other evidences of owner- 
ship of or interest in securities. ] 


Ae. Subdivision (5) of subsection (a) of section 304 of the Trust Indenture Act 
fe) 

G. Section 24 (d) of the Investment Company Act of 1940 (Public No. 768, 76th 
Congress, approved August 22, 1940), as amended by Public No. 577, 83d Congress, 
approved August 10, 1954) 

H. The Bretton Woods Agreements Act (22 U. S. C. § 286, as amended by Pub. 
L. No. 142, 81st Cong., Ist Sess. (June 29, 1949) provides: 


Section 15. (a) Any securities issued by International Bank for Recon- 
struction and a (including any guaranty by the bank, whether or 
not limited in scope), and any securities guaranteed by the bank as to both 
principal and interest, shall be deemed to be exempted securities within the 
meaning of paragraph (a) (2) of section 3 of the Act of May 27, 1933, as 
amended (U. S. C., title 15, sec. 77c), and paragraph (a) (12) of section 3 
of the Act of June 6, 1934, as amended (U. S. C., title 15, sec. 78c). The 
bank shall file with ‘the Securities and Exchange Commission such annual 
and other reports with regard to such securities as the Commission shall 
determine to be appropriate in view of the special character of the bank and its 
operations and necessary in the public interest or for the protection of investors. 

(b) The reports of the National Advisory Council provided for in section 
4 (a) (6) of the Bretton Woods Agreements Act shall also cover and include 
the effectiveness of the provisions of section 15 (a) of this Act and the 
exemption for securities issued by the bank provided by section 8 of the 
National Bank Act in facilitating the operations of the bank and the extent 
to which the operations of the bank may assist in financing European recovery 
and the reconstruction and development of the economic resources of mem 
countries of the bank and the recommendations of the Council as to any 
modifications it may deem desirable in the provision of this Act. 


Section 3 of Pub. L. No. 142, 81st Cong., Ist Sess., further provides : 


Section 3. The Securities and Exchange Commission acting in con- 
sultation with the National Advisory Council on International Monetary and 
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Financial Problems is authorized to suspend the provisions of section 15 (a) 
of the Bretton Woods Agreements Act at any time as to any or all securities 
issued or guaranteed by the bank during the period of such suspension. The 
Commission shall include in its annual reports to Congress such information 
as it shall deem advisable with regard to the operations and effect of this 
Act and in connection therewith shall include any views submitted for such 
purpose by any association of dealers registered with the Commission. 


II. REGISTRATION STATEMENTS 


A. The Trust Indenture Act of 1939 (Public No. 253, 76th Cong., approved 
August 3, 1939) requires that bonds, notes, debentures and similar securities publicly 
offered for sale, sold, or delivered after sale through the mails or interstate com- 
merce (except as specifically exempted by the act) be issued under an indenture 
which meets the requirements of the act and has been duly qualified with the Securi- 
ties and Exchange Commission. With respect to such securities the requirements 
of both the Trust Indenture Act of 1939 and the Securities Act of 1933 must be 
considered. 

B. In addition to sections 6 and 7 of the Securities Act of 1933, as amended, 
the following should also be considered : 

1. Section 204 (h) of the Federal Water Power Act, as amended by section 
213 of title II of the Public Utility Act of 1935, Public No. 333, 74th Congress, 
approved August 26, 1935: 


(h) Any public utility whose security issues are approved by the Commis- 
sion under this section may file with the Securities and Exchange Commission 
duplicate copies of reports filed with the Federal Power Commission in lieu of 
the reports, information, and documents required under section 7 of the 
——" Act of 1933 and sections 12 and 13 of the Securities Exchange Act 
of 1934. 


2. Section 24 (a) of the Investment Company Act of 1940, Public No. 768, 76th 
Congress, approved August 22, 1940 

3. Section 24 (e) of the Investment Company Act of 1940, Public No. 768, 76th 
Congress, approved August 22, 1940, as amended by Public No. 577, 83d Congress, 
approved August 10, 1954 

4. Section 38 (b) of the Investment Company Act of 1940, Public No. 768, 76th 
Congress, approved August 22, 1940 

5. Section 308 of the Trust Indenture Act of 1939, Public No. 253, 76th Congress, 
approved August 3, 1939 

6. Subsection (d) of section 15 of the Securities Exchange Act of 1934, as 
amended by section 3 of Public No. 621, 74th Congress, approved May 27, 1936 

C. In addition to section 10 of the Securities Act of 1933, as amended, the follow- 
ing should also be considered in relation to certain investment company securities : 

Section 24 (c) of the Investment Company Act of 1940, Public No. 768, 76th 
Congress, approved August 22, 1940 

D. The following should be considered in connection with the application of 
section 8 (d) of the Securities Act of 1933, as amended: 

Section 14 (a) of the Investment Company Act of 1940, Public No. 768, 76th 
Congress, approved August 22, 1940 

Section 308 of the Trust Indenture Act of 1939, Public No. 253, 76th Congress, 

approved August 3, 1939 


SECURITIES EXCHANGE ACT OF 19341 
AND AMENDMENTS 
AN ACT 
To provide for the regulation of securities exchanges and of over-the-counter markets 
operating in interstate and foreign commerce and through the mails, to prevent 
1 The matter appearing in bold-face type with footnote references represents 


sections, sub- 
sections, and subparagraphs as amended by Public, No. 621, 74th Cong., approved May 27, 
1936, 49 Stat. 1375. 
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inequitable and unfair practices on such exchanges and markets, and for other 
purposes. 


Be it enacted by the Senate and House of Representatives of the United States of 
America in Congress assembled, 


TiTLeE I—REGULATION OF SECURITIES EXCHANGES 


SHORT TITLE 
Section 1. This act may be cited as the “Securities Exchange Act of 1934.” 


NECESSITY FOR REGULATION AS PROVIDED IN THIS TITLE 


Sec. 2. For the reasons hereinafter enumerated, transactions in securities as com- 
monly conducted upon securities exchanges and over-the-counter markets are affected 
with a national public interest which makes it necessary to provide for regulation 
and control of such transactions and of practices and matters related thereto, in- 
cluding transactions by officers, directors, and principal security holders, to require 
appropriate reports, and to impose requirements necessary to make such regulation 
and control reasonably complete and effective, in order to protect interstate com- 
merce, the national credit, the Federal taxing power, to protect and make more 
effective the national banking system and Federal Reserve System, and to insure the 
maintenance of fair and honest markets in such transactions : 

(1) Such transactions (a) are carried on in large volume by the public generally 
and in large part originate outside the States in which the exchanges and over-the- 
counter markets are located and/or are effected by means of the mails and instru- 
mentalities of interstate commerce; (b) constitute an important part of the current 
of interstate commerce; (c) involve in large part the securities of issuers engaged 
in interstate commerce; (d) involve the use of credit, directly affect the financing 
of trade, industry, and transportation in interstate commerce, and directly affect and 
influence the volume of interstate commerce; and affect the national credit. 

(2) The prices established and offered in such transactions are generally dis- 
seminated and quoted throughout the United States and foreign countries and con- 
stitute a basis for determining and establishing the prices at which securities are 
bought and sold, the amount of certain taxes owing to the United States and to the 
several States by owners, buyers, and sellers of securities, and the value of collateral 
for bank loans. 

(3) Frequently the prices of securities on such exchanges and markets are 
susceptible to manipulation and control, and the dissemination of such prices gives 
rise to excessive speculation, resulting in sudden and unreasonable fluctuations in 
the prices of securities which (a) cause alternately unreasonable expansion and un- 
reasonable contraction of the volume of credit available for trade, transportation, and 
industry in interstate commerce, (b) hinder the proper appraisal of the value of 
securities and thus prevent a fair calculation of taxes owing to the United States 
and to the several States by owners, buyers, and sellers of securities, and (c) prevent 
the fair valuation of collateral for bank loans and/or obstruct the effective operation 
of the national banking system and Federal Reserve System. 

(4) National emergencies, which produce widespread unemployment and the dis- 
location of trade, transportation, and industry, and which burden interstate commerce 
and adversely affect the general welfare, are precipitated, intensified, and prolonged 
by manipulation and sudden and unreasonable fluctuations of security prices and by 
excessive speculation on such exchanges and markets, and to meet such emergencies 
the Federal Government is put to such great expense as to burden the national credit. 


DEFINITIONS AND APPLICATION OF TITLE 


Sec. 3. (a) When used in this title, unless the context otherwise requires— 
(1) The term “exchange” means any organization, association, or group of persons, 
whether incorporated or unincorporated, which constitutes, maintains, or provides a 
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market place or facilities for bringing together purchasers and sellers of securities or 
for otherwise performing with respect to securities the functions commonly per- 
formed by a stock exchange as that term is generally understood, and includes the 
market place and the market facilities maintained by such exchange. 

(2) The term “facility? when used with respect to an exchange includes its 
premises, tangible or intangible property whether on the premises or not, any right 
to the use of such premises or property or any service thereof for the purpose of 
effecting or reporting a transaction on an exchange (including, among other things, any 
system of communication to or from the exchange, by ticker or otherwise, maintained 
by or with the consent of the exchange), and any right of the exchange to the 
use of any property or service. 

(3) The term “member” when used with respect to an exchange means any 
person who is permitted either to effect transactions on the exchange without the 
services of another person acting as broker, or to make use of the facilities of an 
exchange for transactions thereon without payment of a commission or fee or with 
the payment of a commission or fee which is less than that charged the general public, 
and includes any firm transacting a business as broker or dealer of which a member 
is a partner, and any partner of any such firm. 

(4) The term “broker” means any person engaged in the business of effecting 
transactions in securities for the account of others, but does not include a bank. 

(5) The term “dealer” means any person engaged in the business of buying and 
selling securities for his own account, through a broker or otherwise, but does not 
include a bank, or any person insofar as he buys or sells securities for his own 
account, either individually or in some fiduciary capacity, but not as a part of a 
regular business. 

(6) The term “bank” means (A) a banking institution organized under the laws 
of the United States, (B) a member bank of the Federal Reserve System, (C) any 
other banking institution, whether incorporated or not, doing business under the 
laws of any State or of the United States, a substantial portion of the business of 
which consists of receiving deposits or exercising fiduciary powers similar to those 
permitted to national banks under section 11 (k) of the Federal Reserve Act, as 
amended, and which is supervised and examined by State or Federal authority having 
supervision over banks, and which is not operated for the purpose of evading the 
provisions of this title, and (D) a receiver, conservator, or other liquidating agent 
of any institution or firm included in clauses (A), (B), or (C) of this paragraph. 

(7) The term “director” means any director of a corporation or any person 
performing similar functions with respect to any organization, whether incorporated 
or unincorporated. 

(8) The term “issuer” means any person who issues or proposes to issue any 
security ; except that with respect to certificates of deposit for securities, voting-trust 
certificates, or collateral-trust certificates, or with respect to certificates of interest 
or shares in an unincorporated investment trust not having a board of directors or 
of the fixed, restricted management, or unit type, the term “issuer” means the 
person or persons performing the acts and assuming the duties of depositor or 
manager pursuant to the provisions of the trust or other agreement or instrument 
under which such securities are issued; and except that with respect to equipment- 
trust certificates or like securities, the term “issuer” means the person by whom the 
equipment or property is, or is to be, used. 

(9) The term “person” means an individual, a corporation, a partnership, an 
association, a joint-stock company, a business trust, or an unincorporated organization. 

(10) The term “security” means any note, stock, treasury stock, bond, debenture, 
certificate of interest or participation in any profit-sharing agreement or in any 
oil, gas, or other mineral royalty or lease, any collateral-trust certificate, pre- 
organization certificate or subscription, transferable share, investment contract, 
voting-trust certificate, certificate of deposit, for a security, or in general, any instru- 
ment commonly known as a “security”; or any certificate of interest or participation 
in, temporary or interim certificate for, receipt for, or warrant or right to subscribe 
to or purchase, any of the foregoing; but shall not include currency or any note, 
draft, bill of exchange, or banker’s acceptance which has a maturity at the time of 
issuance of not exceeding nine months, exclusive of days of grace, or any renewal 
thereof the maturity of which is likewise limited. 

(11) The term “equity security’ means any stock or similar security; or any 
security convertible, with or without consideration, into such a security, or carry- 
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ing any warrant or right to subscribe to or purchase such a security; or any such 
warrant or right; or any other security which the Commission shall deem to be of 
similar nature and consider necessary or appropriate, by such rules and regulations 
as it may prescribe in the public interest or for the protection of investors, to treat as an 
equity security. 

(12) The term “exempted security” or “exempted securities” shall include securities 
which are direct obligations of or obligations guaranteed as to principal or interest 
by the United States; such securities issued or guaranteed by corporations in which 
the United States has a direct or indirect interest as shall be designated for exemption 
by the Secretary of the Treasury as necessary or appropriate in the public interest or 
for the protection of investors; securities which are direct obligations of or obligations 
guaranteed as to principal or interest by a State or any political subdivision thereof 
or any agency or instrumentality of a State or any political subdivision thereof or 
any municipal corporate instrumentality of one or more States; and such other 
securities (which may include, among others, unregistered securities, the market in 
which is predominantly intrastate) as the Commission may, by such rules and regula- 
tions as it deems necessary or appropriate in the public interest or for the protection 
of investors, either unconditionally or upon specified terms and conditions or for 
stated periods, exempt from the operation of any one or more provisions of this 
title which by their terms do not apply to an “exempted security” or to “exempted 
securities.” 

(13) The terms “buy” and “purchase” each include any contract to buy, purchase, 
or otherwise acquire. 

(14) The terms “sale” and “sell” each include any contract to sell or otherwise 
dispose of. 

(15) The term “Commission” means the Securities and Exchange Commission 
established by section 4 of this title. 

(16) The term “State” means any State of the United States, the District of 
Columbia, Alaska, Hawaii, Puerto Rico, the Canal Zone, the Virgin Islands, or any 
other possession of the United States, 

(17) The term “interstate commerce” means trade, commerce, transportation, or 
communication among the several States, or between any State and any place or 
ship outside thereof. 

(b) The Commission and the Federal Reserve Board, as to matters within their 
respective jurisdictions, shall have power by rules and regulations to define technical, 
trade, and accounting terms used in this title insofar as such definitions are not 
inconsistent with the provisions of this title. 

(c) No provision of this title shall apply to, or be deemed to include, any executive 
department or independent establishment of the United States, or any lending agency 
which is wholly owned, directly or indirectly, by the United States, or any officer, 
agent, or employee of any such department, establishment, or agency, acting in the 
course of his official duty as such, unless such provision makes specific reference to 
such department, establishment, or agency. 


SECURITIES AND EXCHANGE COMMISSION 


Sec. 4. (a) There is hereby established a Securities and Exchange Commission 
(hereinafter referred to as the “Commission”) to be composed of five commissioners 
to be appointed by the President by and with the advice and consent of the Senate. 
Not more than three of such commissioners shall be members of the same political 
party, and in making appointments members of different political parties shall be 
appointed alternately as nearly as may be practicable. No commissioner shall engage 
in any other business, vocation, or employment than that of serving as commissioner, 
nor shall any commissioner participate, directly or indirectly, in any stock-market 
operations or transactions of a character subject to regulation by the Commission 
pursuant to this title. Each commissioner shall hold office for a term of five years, 
except that (1) any commissioner appointed to fill a vacancy occurring prior to the 
expiration of the term for which his predecessor was appointed, shall be appointed 
for the remainder of such term, and (2) the terms of office of the commissioners 
first taking office after June 6, 1934, shall expire as designated by the President 
at the time of nomination, one at the end of one year, one at the end of two years, one 
at the end of three years, one at the end of four years, and one at the end of five 
years, after June 6, 1934. 

(b) The Commission is authorized to appoint and fix the compensation of such 
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officers, attorneys, examiners, and other experts as may be necessary for carrying 
out its functions under this Act, without regard to the provisions of other laws 
applicable to the employment and compensation of officers and employees of the 
United States, and the Commission may, subject to the civil-service laws, appoint 
such other officers and employees as are necessary in the execution of its functions 
and fix their salaries in accordance with the Classification Act of 1949. 


TRANSACTIONS ON UNREGISTERED EXCHANGES 


Sec. 5. It shall be unlawful for any broker, dealer, or exchange, directly or in- 
directly, to make use of the mails or any means or instrumentality of interstate 
commerce for the purpose of using any facility of an exchange within or subject 
to the jurisdiction of the United States to effect any transaction in a security, or to 
report any such transaction, unless such exchange (1) is registered as a national 
securities exchange under section 6 of this title, or (2) is exempted from such regis- 
tration upon application by the exchange because, in the opinion of the Commission, 
by reason of the limited volume of transactions effected on such exchange, it is not 
practicable and not necessary or appropriate in the public interest or for the pro- 
tection of investors to require such registration. 


REGISTRATION OF NATIONAL SECURITIES EXCHANGES 


Sec. 6. (a) Any exchange may be registered with the Commission as a national 
securities exchange under the terms and conditions hereinafter provided in this section, 
by filing a registration statement in such form as the Commission may prescribe 
containing the agreements, setting forth the information, and accompanied by the 
documents, below specified : 

(1) An agreement (which shall not be construed as a waiver of any constitutional 
right or any right to contest the validity of any rule or regulation) to comply, and to 
enforce so far as is within its powers compliance by its members, with the provisions 
of this title, and any amendment thereto and any rule or regulation made or to be 
made thereunder ; 

(2) Such data as to its organization, rules of procedure, and membership, and 
such other information as the Commission may by rules and regulations require as 
being necessary or appropriate in the public interest or for the protection of investors; 

(3) Copies of its constitution, articles of incorporation with all amendments thereto, 
and of its existing bylaws or rules or instruments corresponding thereto, whatever 
the name, which are hereinafter collectively referred to as the “rules of the ex- 
change” ; and 

(4) An agreement to furnish to the Commission copies of any amendments to 
the rules of the exchange forthwith upon their adoption. 

(b) No registration shall be granted or remain in force unless the rules of the ex- 
change include provision for the explusion, suspension, or disciplining of a member 
for conduct or proceeding inconsistent with just and equitable principles of trade, 
and declare that the willful violation of any provisions of this title or any rule or 
regulation thereunder shall be considered conduct or proceeding inconsistent with 
just and equitable principles of trade. 

(c) Nothing in this title shall be construed to prevent any exchange from adopting 
and enforcing any rule not inconsistent with this title and the rules and regulations 
thereunder and the applicable laws of the State in which it is located. 

(d) If it appears to the Commission that the exchange applying for registration 
is so organized as to be able to comply with the provisions of this title and the 
rules and regulations thereunder and that the rules of the exchange are just and 
adequate to insure fair dealing and to protect investors, the Commission shall cause 
such exchange to be registered as a national securities exchange. 

(e) Within thirty days after the filing of the application, the Commission shall 
enter an order either granting or, after appropriate notice and opportunity for hear- 
ing, denying registration as a national securities exchange, unless the exchange apply- 
ing for registration shall withdraw its application or consent to the Commission’s 
deferring action on its application for a stated longer period after the date of filing. 
The filing with the Commission of an application for registration by an exchange 
shall be deemed to have taken place upon the receipt thereof. Amendments to an 
application may be made upon such terms as the Commission may prescribe. 

(£) An exchange may, upon appropriate application in accordance with the rules 
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and regulations of the Commission, and upon such terms as the Commission may 
deem necessary for the protection of investors, withdraw its registration. 


MARGIN REQUIREMENTS 


Sec. 7. (a) For the purpose of preventing the excessive use of credit for the 
purchase or carrying of securities, the Federal Reserve Board shall, prior to the 
effective date of this section and from time to time thereafter, prescribe rules and 
regulations with respect to the amount of credit that may be initially extended and 
subsequently maintained on any security (other than an exempted security) reg- 
istered on a national securities exchange. For the initial extension of credit, such 
rules and regulations shall be based upon the following standard: An amount not 
greater than whichever is the higher of— 


(1) 55 per centum of the current market price of the security, or 

(2) 100 per centum of the lowest market price of the security during the 
preceding thirty-six calendar months, but not more than 75 per centum of the 
current market price. 


Such rules and regulations may make appropriate provision with respect to the 
carrying of undermargined accounts for limited periods and under specified conditions ; 
the withdrawal of funds or securities; the substitution or additional purchases of 
securities; the transfer of accounts from one lender to another; special or different 
margin requirements for delayed deliveries, short sales, arbitrage transactions, and 
securities to which paragraph (2) of this subsection does not apply; the bases and 
the methods to be used in calculating loans, and margins and market prices; and 
similar administrative adjustments and details. For the purposes of paragraph (2) 
of this subsection, until July 1, 1936, the lowest price at which a security has sold 
on cr after July 1, 1933, shall be considered as the lowest price at which such security 
has sold during the preceding thirty-six calendar months. 

(b) Notwithstanding the provisions of subsection (a) of this section, the Federal 
Reserve Board, may, from time to time, with respect to all or specified securities or 
transactions, or classes of securities, or classes of transactions, by such rules and 
regulations (1) prescribe such lower margin requirements for the initial extension or 
maintenance of credit as it deems necessary or appropriate for the accommodation 
of commerce and industry, having due regard to the general credit situation of the 
country, and (2) prescribe such higher margin requirements for the initial extension 
or maintenance of credit as it may deem necessary or appropriate to prevent the 
excessive use of credit to finance transactions in securities. 

(c) It shall be unlawful for any member of a national securities exchange or any 
broker or dealer who transacts a business in securities through the medium of any 
such member, directly or indirectly to extend or maintain credit or arrange for 
the extension or maintenance of credit to or for any customer— 

(1) On any security (other than an exempted security) registered on a national 
securities exchange, in contravention of the rules and regulations which the Federal 
Reserve Board shall prescribe under subsections (a) and (b) of this section. 

(2) Without collateral or on any collateral other than exempted securities and/or 
securities registered upon a national securities exchange, except in accordance with 
such rules and regulations as the Federal Reserve Board may prescribe (A) to 
permit under specified conditions and for a limited period any such member, broker, 
or dealer to maintain a credit initially extended in conformity with the rules and 
regulations of the Federal Reserve Board, and (B) to permit the extension or mainte- 
nance of credit in cases where the extension or maintenance of credit is not for the 
purpose of purchasing or carrying securities or of evading or circumventing the 
provisions of paragraph (1) of this subsection. 

(d) It shall be unlawful for any person not subject to subsection (c) to extend or 
maintain credit or to arrange for the extension or maintenance of credit for the 
purpose of purchasing or carrying any security registered on a national securities 
exchange, in contravention of such rules and regulations as the Federal Reserve Board 
shall prescribe to prevent the excessive use of credit for the purchasing or carrying 
of or trading in securities in circumvention of the other provisions of this section. 
Such rules and regulations may impose upon all loans made for the purpose of pur- 
chasing or carrying securities registered on national securities exchanges limitations 
similar to those imposed upon members, brokers, or dealers by subsection (c) of this 
section and the rules and regulations thereunder. This subsection and the rules 
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and regulations thereunder shall not apply (A) to a loan made by a person not in the 
ordinary course of his business, (B) to a loan on an exempted security, (C) toa 
loan to a dealer to aid in the financing of the distribution of securities to customers 
not through the medium of a national securities exchange, (D) to a loan by a bank 
on a security other than an equity security, or (E) to such other loans as the Federal 
Reserve Board shall, by such rules and regulations as it may deem necessary or 
appropriate in the public interest or for the protection of investors, exempt, either 
unconditionally or upon specified terms and conditions or for stated periods, from the 
operation of this subsection and the rules and regulations thereunder. 


(e) The provisions of this section or the rules and regulations thereunder shall not 
apply on or before July 1, 1937, to any loan or extension of credit made prior to 
the enactment of this title or to the maintenance, renewal, or extension of any such 
loan or credit, except to the extent that the Federal Reserve Board may by rules 
and regulations prescribe as necessary to prevent the circumvention of the provisions 
of this section or the rules and regulations thereunder by means of withdrawals of 
— or securities, substitutions of securities, or additional purchases or by any other 

evice. 


RESTRICTIONS ON BORROWING BY MEMBERS, BROKERS, AND DEALERS 


Sec. 8. It shall be unlawful for any member of a national securities exchange, or 
any broker or dealer who transacts a business in securities through the medium of 
any such member, directly or indirectly— 


(a) To borrow in the ordinary course of business as a broker or dealer on any 
security (other than an exempted security) registered on a national securities exchange 
except (1) from or through a member bank of the Federal Reserve System, (2) 
from any nonmember bank which shall have filed with the Federal Reserve Board 
an agreement, which is still in force and which is in the form prescribed by the 
Board, undertaking to comply with all provisions of this Act, the Federal Reserve 
Act, as amended, and the Banking Act of 1933, which are applicable to member 
banks and which relate to the use of credit to finance transactions in securities, and 
with such rules and regulations as may be prescribed pursuant to such provisions of 
law or for the purpose of preventing evasions thereof, or (3) in accordance with 
such rules and regulations as the Federal Reserve Board may prescribe to permit 
loans between such members and/or brokers and/or dealers, or to permit loans to 
meet emergency needs. Any such agreement filed with the Federal Reserve Board 
shall be subject to termination at any time by order of the Board, after appropriate 
notice and opportunity for hearing, because of any failure by such bank to comply 
with the provisions thereof or with such provisions of law or rules or regulations; 
and, for any willful violation of such agreement, such bank shall be subject to the 
penalties provided for violations of rules and regulations prescribed under this title. 
The provisions of sections 21 and 25 of this title shall apply in the case of any such 
proceeding or order of the Federal Reserve Board in the same manner as such pro- 
visions apply in the case of proceedings and orders of the Commission. 


(b) To permit in the ordinary course of business as a broker his aggregate indebted- 
ness to all other persons, including customers’ credit balances (but excluding indebted- 
ness secured by exempted securities), to exceed such percentage of the net capital 
(exclusive of fixed assets and value of exchange membership) employed in the busi- 
ness, but not exceeding an any case 2,000 per centum, as the Commission may by rules 
and regulations prescribe as necessary or appropriate in the public interest or for 
the protection of investors. 


(c) In contravention of such rules and regulations as the Commission shall prescribe 
for the protection of investors to hypothecate or arrange for the hypothecation of 
any securities carried for the account of any customer under circumstances (1) that 
will permit the commingling of his securities without his written consent with the 
securities of any other customer, (2) that will permit such securities to be commingled 
with the securities of any person other than a bona fide customer, or (3) that will per- 
mit such securities to be hypothecated, or subjected to any lien or claim of the pledgee, 
for a sum in excess of the aggregate indebtedness of such customers in respect of such 
securities. 

(d) To lend or arrange for the lending of any scurities carried for the account 
of any customer without the written consent of such customer. 
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PROHIBITION AGAINST MANIPULATION OF SECURITY PRICES 
Sec. 9. (a) It shall be unlawful for any person, directly or indirectly, by the use 


of the mails or any means or instrumentality of interstate commerce, or of any facility 
of any national securities exchange, or for any member of a national securities ex- 
change— 

(1) For the purpose of creating a false or misleading appearance of active trading 
in any security registered on a national securities exchange, or a false or misleading 
appearance with respect to the market for any such security, (A) to effect any transac- 
tion in such security which involves no change in the beneficial ownership thereof, 
or (B) to enter an order or orders for the purchase of such security with the 
knowledge that an order or orders of substantially the same size, at substantially the 
same time, and at substantially the same price, for the sale of any such security, has 
been or will be entered by or for the same or different parties, or (C) to enter any 
order or orders for the sale of any such security with the knowledge that an order 
or orders of substantially the same size, at substantially the same time, and at sub- 
stantially the same price, for the purchase of such security, has been or will be 
entered by or for the same or different parties. 

(2) To effect, alone or with one or more other persons, a series of transactions in 
any security registered on a national securities exchange creating actual or apparent 
active trading in such security or raising or depressing the price of such security, for 
the purpose of inducing the purchase or sale of such security by others. 

(3) If a dealer or broker, or other person selling or offering for sale or purchasing 
or offering to purchase the security, to induce the purchase or sale of any security 
registered on a national securities exchange by the circulation or dissemination in 
the ordinary course of business of information to the effect that the price of any such 
security will or is likely to rise or fall because of market operations of any one or 
more persons conducted for the purpose of raising or depressing the prices of such 
security. 

(4) If a dealer or broker, or other person selling or offering for sale or purchas- 

ing or offering to purchase the security, to make, regarding any security registered 
on a national securities exchange, for the purpose of inducing the purchase or sale 
of such security, any statement which was at the time and in the light of the circum- 
stances under which it was made, false or misleading with respect to any material 
fact, and which he knew or had reasonable ground to believe was so false or mislead- 
ing. 
(5) For a consideration, received directly or indirectly from a dealer or broker, 
or other person selling or offering for sale or purchasing or offering to purchase the 
security, to induce the purchase or sale of any security registered on a national 
securities exchange by the circulation or dissemination of information to the effect 
that the price of any such security will or is likely to rise or fall because of the 
market operations of any one or more persons conducted for the purpose of raising 
or depressing the price of such security. 

(6) To effect either alone or with one or more other persons any series of 
transactions for the purchase and/or sale of any security registered on a national 
securities exchange for the purpose of pegging, fixing, or stabilizing the price of 
such security in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors. 

(b) It shall be unlawful for any person to effect, by use of any facility of a 
national securities exchange, in contravention of such rules and regulations as 
the Commission may prescribe as necessary or appropriate in the public interest or 
for the protection of investors— 

(1) any transaction in connection with any security whereby any party to such 
transaction acquires any put, call, straddle, or other option or privilege of buying 
the security from or selling the security to another without being bound to do so; or 

(2) any transaction in connection with any security with relation to which he has, 
directly or indirectly, any interest in any such put, call, straddle, option, or 
privilege ; or 

(3) any transaction in any security for the account of any person who he has 
reason to believe has, and who actually has, directly or indirectly, any interest 
in any such put, call, straddle, option, or privilege with relation to such security. 

(c) It shall be unlawful for any member of a national securities exchange directly 
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or indirectly to endorse or guarantee the performance of any put, call, straddle, 
option, or privilege in relation to any security registered on a national securities 
exchange, in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors. 

(d) The terms “put”, “call”, “straddle”, “option”, or “privilege” as used in this 
section shall not include any registered warrant, right, or convertible security. 

(e) Any person who willfully participates in any act or transaction in violation 
of subsection (a), (b), or (c) of this section, shall be liable to any person who 
shall purchase or sell any security at a price which was affected by such act or 
transaction, and the person so injured may sue in law or in equity in any court of 
competent jurisdiction to recover the damages sustained as a result of any such 
act or transaction. In any such suit the court may, in its discretion, require an 
undertaking for the payment of the costs of such suit, and assess reasonable costs, 
including reasonable attorneys’ fees, against either party litigant. Every person who 
becomes liable to make any payment under this subsection may recover contribution 
as in cases of contract from any person who, if joined in the original suit, would 
have been liable to make the same payment. No action shall be maintained to 
enforce any liability created under this section, unless brought within one year 
after the discovery of the facts constituting the violation and within three years 
after such violation. 

(£) The provisions of this section shall not apply to an exempted security. 


REGULATION OF THE USE OF MANIPULATIVE AND DECEPTIVE DEVICES 


Sec. 10. It shall be unlawful for any person, directly or indirectly, by the use 
of any means or instrumentality of interstate commerce or of the mails, or of any 
facility of any national securities exchange— 

(a) To effect a short sale, or to use or employ any stop-loss order in connection 
with the purchase or sale, of any security registered on a national securities ex- 
change, in contravention of such rules and regulations as the Commission may pre- 
scribe as necessary or appropriate in the public interest or for the protection of 
investors. 

(b) To use or employ, in connection with the purchase or sale of any security 
registered on a national securities exchange or any security not so registered, any 
manipulative or deceptive device or contrivance in contravention of such rules and 
regulations as the Commission may prescribe as necessary or appropriate in the 
public interest or for the protection of investors. 


SEGREGATION AND LIMITATION OF FUNCTIONS OF MEMBERS, BROKERS, AND DEALERS 


Sec. 11. (a) The Commission shall prescribe such rules and regulations as it 
deems necessary or appropriate in the public interest or for the protection of in- 
vestors, (1) to regulate or prevent floor trading by members of national securities 
exchanges, directly or indirectly for their own account or for discretionary accounts, 
and (2) to prevent such excessive trading on the exchange but off the floor by 
members, directly or indirectly for their own account, as the Commission may 
deem detrimental to the maintenance of a fair and orderly market. It shall be unlaw- 
ful for a member to effect any transaction in a security in contravention of such 
rules and regulations, but such rules and regulations may make such exemptions 
for arbitrage transactions, for transactions in exempted securities, and, within the 
limitations of subsection (b) of this section, for transactions by odd-lot dealers and 
specialists, as the Commission may deem necessary or appropriate in the public 
interest or for the protection of investors. 

(b) When not in contravention of such rules and regulations as the Commission 
may prescribe as necessary or appropriate in the public interest or for the protection 
of investors, the rules of a national securities exchange may permit (1) a member 
to be registered as an odd-lot dealer and as such to buy and sell for his own account 
so far as may be reasonably necessary to carry on such odd-lot transactions, and/or 
(2) a member to be registered as a specialist. If under the rules and regulations 
of the Commission a specialist is permitted to act as a dealer, or is limited to acting 
as a dealer, such rules and regulations shall restrict his dealings so far as practi- 
cable to those reasonably necessary to permit him to maintain a fair and orderly 
market, and/or to those necessary to permit him to act as an odd-lot dealer if the 
rules of the exchange permit him to act as an odd-lot dealer. It shall be unlawful 
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for a specialist or an official of the exchange to disclose information in regard to 
orders placed with such specialist which is not available to all members of the ex- 
change, to any person other than an official of the exchange, a representative of the 
Commission, or a specialist who may be acting for such specialist; but the Com- 
mission shall have power to require disclosure to all members of the exchange of 
all orders placed with specialists, under such rules and regulations as the Com- 
mission may prescribe as necessary or appropriate in the public interest or for the 
protection of investors. It shall also be unlawful for a specialist acting as a 
broker > effect on the exchange any transaction except upon a market or limited 
price order. 

(c) If because of the limited volume of transactions effected on an exchange, it is 
in the opinion of the Commission impracticable and not necessary or appropriate 
in the public interest or for the protection of investors to apply any of the fore- 
going provisions of this section or the rules and regulations thereunder, the Com- 
mission shall have power, upon application of the exchange and on a showing that 
the rules of such exchange are otherwise adequate for the protection of investors, 
to exempt such exchange and its members from any such provision or rules and 
regulations. 

(d) It shall be unlawful for a member of a national securities exchange who is 
both a dealer and a broker, or for any person who both as a broker and a dealer 
transacts a business in securities through the medium of a member or otherwise, 
to effect through the use of any facility of a national securities exchange or of the 
mails or of any means or instrumentality of interstate commerce, or otherwise in 
the case of a member, (1) any transaction in connection with which, directly or 
indirectly, he extends or maintains or arranges for the extension or maintenance 
of credit to or for a customer on any security (other than an exempted security) 
which was a part of a new issue in the distribution of which he participated as a 
member of a selling syndicate or group within thirty days? prior to such transac- 
tion: Provided, That credit shall not be deemed extended by reason of a bona fide 
delayed delivery of any such security against full payment of the entire purchase 
price thereof upon such delivery within thirty-five days after such purchase, or (2) 
any transaction with respect to any security (other than an exempted security) un- 
less, if the transaction is with a customer, he discloses to such customer in writing 
at or before the completion of the transaction whether he is acting as a dealer for 
his own account, as a broker for such customer, or as a broker for some other person. 

(e) The Commission is directed to make a study of the feasibility and advisability 
of the complete segregation of the functions of dealer and broker, and to report the 


results of its study and its recommendations to the Congress on or before January 
3, 1936. 


REGISTRATION REQUIREMENTS FOR SECURITIES 


Sec. 12. (a) It shall be unlawful for any member, broker, or dealer to effect any 
transaction in any security (other than an exempted security) on a national securities 
exchange unless a registration is effective as to such security for such exchange 
in | ~paeanae with the provisions of this title and the rules and regulations there- 
under. 

(b) A security may be registered on a national securities exchange by the issuer 
filing an application with the exchange (and filing with the Commission such 


duplicate originals thereof as the Commission may require), which application shall 
contain— 


(1) Such information, in such detail, as to the issuer and any person directly 
or indirectly controlling or controlled by, or under direct or indirect common control 
with, the issuer, and any guarantor of the security as to principal or interest or 
both, as the Commission may by rules and regulations require, as necessary or 
appropriate in the public interest or for the protection of investors, in respect of the 
following : 

(A) the organization, financial structure and nature of the business; 


(B) the terms, position, rights, and privileges of the different classes of 
securities outstanding ; 


2 Act of Aug. 10, 1954, ch. 667, Title II, § 201, 68 Stat. 686 reduced from 6 months to 
30 days the production period against extending credit to purchasers of a new issue by 
dealers. 
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(C) the terms on which their securities are to be, and during the preceding 
three years have been, offered to the public or otherwise; 

(D) the directors, officers, and underwriters, and each security holder of 
record holding more than 10 per centum of any class of any equity security of 
the issue (other than an exempted security), their remuneration and their 
interests in the securities of, and their material contracts with, the issuer and any 
person directly or indirectly controlling or controlled by, or under direct or 
indirect common control with, the issuer ; 

(E) remuneration to others than directors and officers exceeding $20,000 
per annum; 

(F) bonus and profit-sharing arrangements ; 

(G) management and service contracts ; 

(H) options existing or to be created in respect of their securities ; 

(1) balance sheets for not more than the three preceding fiscal years, certified 
if required by the rules and regulations of the Commission by independent 
public accountants ; 

(J) profit and loss statements for not more than the three preceding fiscal 
years, certified if required by the rules and regulations of the Commission by 
independent public accountants ; and 

(K) any further financial statements which the Commission may deem neces- 
sary or appropriate for the protection of investors. 


(2) Such copies of articles of incorporation, bylaws, trust indentures, or cor- 
responding documents by whatever name known, under writing arrangements, and 
other similar documents of, and voting trust agreements with respect to, the issuer 
and any person directly or indirectly controlling or controlled by, or under direct 
or indirect common control with, the issuer as the Commission may require as neces- 
sary or appropriate for the proper protection of investors and to insure fair dealing 
in the security. 

(c) If in the judgment of the Commission any information required under sub- 
section (b) is inapplicable to any specified class or classes of issuers, the Commis- 
sion shall require in lieu thereof the submission of such other information of com- 
parable character as it may deem applicable to such class of issuers. 

(d) If the exchange authorities certify to the Commission that the security has 
been approved by the exchange for listing and registration, the registration shall 
become effective thirty days after the receipt of such certification by the Commis- 
sion or within such shorter period of time as the Commission may determine. A 
security registered with a national securities exchange may be withdrawn or 
stricken from listing and registration in accordance with the rules of the exchange 
and, upon such terms as the Commission may deem necessary to impose for the 
protection of investors, upon application by the issuer or the exchange to the 
Commission; whereupon the issuer shall be relieved from further compliance with 
the provisions of this section and section 13 of this title and any rules or regulations 
under such sections as to the securities so withdrawn or stricken. An unissued 
security may be registered only in accordance with such rules and regulations as 
the Commission may prescribe as necessary or appropriate in the public interest or 
for the protection of investors. 

(e) Notwithstanding the foregoing provisions of this section, the Commission 
may by such rules and regulations as it deems necessary or appropriate in the 
public interest or for the protection of investors permit securities listed on any 
exchange at the time the registration of such exchange as a national securities ex- 
change becomes effective, to be registered for a period ending not later than July 
1, 1935, without complying with the provisions of this section. 

(f) Notwithstanding the foregoing provisions of this section, any national se- 
curities exchange, upon application to and approval of such application by the 
Commission and subject to the terms and conditions hereinafter set forth, (1) 
may continue unlisted trading privileges to which a security had been admitted 
on such exchange prior to March 1, 1934; or (2) may extend unlisted trading 
privileges to any security duly listed and registered on any other national securi- 





3 Act of Aug. 10, 1954, ch. 667, Title II, § 202, 68 Stat. 639 deleted the following sentence: 

Such rules and regulations shall limit the registration of an unissued security to cases 
where such security is a right or the subject of a right to subscribe or otherwise acquire 
such security granted to holders of a previously registered security and where the primary 
purpose of such registration is to distribute such unissued security to such holders. 
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ties exchange, but such unlisted trading privileges shall continue in effect only 
so long as such security shall remain listed- and registered on any other national 
securities exchange; or (3) may extend unlisted trading privileges to any 
security in respect of which there is available from a registration statement and 
periodic reports or other data filed pursuant to rules or regulations prescribed by 
the Commission under this title or the Securities Act of 1933, as amended, in- 
formation substantially equivalent to that available pursuant to rules or regula- 
tions of the Commission in respect of a security duly listed and registered on a 
national securities exchange, but such unlisted trading privileges shall continue 
in effect only so long as such a registration statement remains effective and such 
periodic reports or other data continue to be so filed. 

No application pursuant to this subsection shall be approved unless the Com- 
mission finds that the continuation or extension of unlisted trading privileges 
pursuant to such application is necessary or appropriate in the public interest or 
for the protection of investors. No application to extend unlisted trading privil- 
eges to any security pursuant to clause (2) or (3) of this subsection shall be 
approved except after appropriate notice and opportunity for hearing. No ap- 
plication to extend unlisted trading privileges to any security pursuant to clause 
(2) or (3) of this subsection shall be approved unless the applicant exchange 
shall establish to the satisfaction of the Commission that there exists in the 
vicinity of such exchange sufficiently widespread public distribution of such se- 
curity and sufficient public trading activity therein to render the extension of 
unlisted trading privileges on such exchange thereto necessary or appropriate 
in the public interest or for the protection of investors. No application to extend 
unlisted trading privileges to any security pursuant to clause (3) of this sub- 
section shall be approved except upon such terms and conditions as will subject 
the issuer thereof, the officers and directors of such issuer, and every beneficial 
owner of more than 10 per centum of such security to duties substantially equiv- 
alent to the duties which would arise pursuant to this title if such security were 
duly listed and registered on a national] securities exchange; except that such 
terms and conditions need not be imposed in any case or class of cases in which 
it shall appear to the Commission that the public interest and the protection of 
investors would nevertheless best be served by such extension of unlisted trading 
privileges. In the publication or making available for publication by any na- 
tional securities exchange, or by any person directly or indirectly controlled by 
such exchange, of quotations or transactions in securities made or effected upon 
such exchange, such exchange or controlled person shall clearly differentiate 
between quotations or transactions in listed securities, and quotations or trans- 
actions in securities for which unlisted trading privileges on such exchange have 
been continued or extended pursuant to this subsection. In the publication or 
making available for publication of such quotations or transactions otherwise 
than by ticker, such exchange or controlled person shall group under separate 
headings (A) quotations or transactions in listed securities, and (B) quotations 
or transactions in securities for which unlisted trading privileges on such ex- 
change has been continued or extended pursuant to this subsection. 

The Commission shall by rules and regulations suspend unlisted trading 
privileges in whole or in part for any or all classes of securities for a period not 
exceeding twelve months, if it deems such suspension necessary or appropriate 
in the public interest or for the protection of investors or to prevent evasion of 
the purposes of this title. 


Unlisted trading privileges continued for any security pursuant to clause (1) 
of this subsection shall be terminated by order, after appropriate notice and 
opportunity for hearing, if it appears at any time that such security has been 
withdrawn from listing on any exchange by the issuer thereof, unless it shall 
be established to the satisfaction of the Commission that such delisting was not 
designed to evade the purposes of this title or unless it shall appear to the Com- 
mission that, notwithstanding any such purpose of evasion, the continuation of 
such unlisted trading privileges is nevertheless necessary or appropriate in the 
public interest or for the protection of investors. On the application of the 
issuer of any security for which unlisted trading privileges on any exchange 
have been continued or extended pursuant to this subsection, or of any broker 
or dealer who makes or creates a market for such security, or of any other 
person having a bona-fide interest in the question of termination or suspension 
of such unlisted trading privileges, or on its own motion, the Commission shall 
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by order terminate, or suspend for a period not exceeding twelve months, such 
unlisted trading privileges for such security if the Commission finds, after ap- 
propriate notice and opportunity for hearing, that by reason of inadequate pub- 
lic distribution of such security in the vicinity of said exchange, or by reason 
of inadequate public trading activity or of the character of trading therein on 
said exchange, such termination or suspension is necessary or appropriate in the 
public interest or for the protection of investors. 

In any proceeding under this subsection in which appropriate notice and op- 
portunity for hearing are required, notice of not less than ten days to the ap- 
plicant in such proceeding, to the issuer of the security involved, to the ex- 
change which is seeking to continue or extend or has continued or extended 
unlisted trading privileges for such security, and to the exchange, if any, on which 
such security is listed and registered, shall be deemed adequate notice, and any 
broker or dealer who makes or creates a market for such security, and any 
other person having a bona-fide interest in such proceeding, shall upon appli- 
cation be entitled to be heard. 

Any security for which unlisted trading privileges are continued or extended 
pursuant to this subsection shall be deemed to be registered on a national se- 
curities exchange within the meaning of this title. The powers and duties of the 
Commission under subsection (b) of section 19 of this title shall be applicable 
to the rules of an exchange in respect of any such security. The Commission 
may, by such rules and regulations as it deems necessary or appropriate in the 
public interest or for the protection of investors, either unconditionally or upon 
specified terms and conditions, or for stated periods, exempt such securities 
from the operation of any provision of section 13, 14, or 16 of this title.+ 


PERIODICAL AND OTHER REPORTS 


Sec. 13. (a) Every issuer of a security registered on a national securities ex- 
change shall file the information, documents, and reports below specified with the 
exchange (and shall file with the Commission such duplicate originals thereof as 
the Commission may require), in accordance with such rules and regulations as the 
Commission may prescribe as necessary or appropriate for the proper protection of 
investors and to insure fair dealing in the security— 

(1) Such information and documents as the Commission may require to keep 
reasonably current the information and documents filed pursuant to section 12. 

(2) Such annual reports, certified if required by the rules and regulations of 
the Commission by independent public accountants, and such quarterly reports, as 
the Commission may prescribe. 

(b) The Commission may prescribe, in regard to reports made pursuant to this 
title, the form or forms in which the required information shall be set forth, the items 
or details to be shown in the balance sheet and the earning statement, and the 
methods to be followed in the preparation of reports, in the appraisal or valuation 
of assets and liabilities, in the determination of depreciation and depletion, in the 


4 Attention is directed to sec. 2 of Public, No. 621, 74th Cong., 49 Stat. 1375 (1936), which 
reads : 


Sec. 2. Any application to continue unlisted trading privileges for any security heretofore 
filed by any exchange and approved by the Commission pursuant to clause (1) of subsection 
(f) of section 12 of the Securities Exchange Act of 1934 and rules and regulations thereunder 
shall be deemed to have been filed and approved pursuant to clause (1) of said subsection (f) 
as amended by section 1 of this act. 

As originally enacted sec. 12 (f) read as follows: 

(f) The Commission is directed to make a study of trading in unlisted securities upon 
exchanges and to report the results of its study and its recommendations to Congress on 
or before January 3, 1936. Notwithstanding the foregoing provisions of this section, the 
Commission may, by such rules and regulations as it deems necessary or appropriate for 
the protection of investors, prescribe terms and conditions under which, upon the application 
of any national securities exchange, such exchange (1) may continue until June 1, 1936, 
unlisted trading privileges to which a security had been admitted on such exchange prior to 
March 1, 1934, and for such purpose exempt such security and the issuer thereof from the 
provisions of this section and sections 18 and 16, or (2) may extend until July 1, 1935, 
unlisted trading privilege to any security registered on any other national securities exchange 
which security was listed on such other exchange on March 1, 1934. A security for which 
unlisted trading privileges are so continued shall be considered a “security 


unlisted trading privileges for securities shall require that 
quotations of transactions upon any national securities exchange shall clearly indicate the 


_— between fully listed securities and securities admitted to unlisted trading privileges 


LXIV 





differentiation of recurring and nonrecurring income, in the differentiation of in- 
vestment and operating income, and in the preparation, where the Commission 
deems it necessary or desirable of separate and/or consolidated balance sheets or 
income accounts of any person directly or indirectly controlling or controlled by 
the issuer, or any person under direct or indirect common control with the issuer; 
but in the case of the reports of any person whose methods of accounting are 
prescribed under the provisions of any law of the United States, or any rule or regu- 
lation thereunder, the rules and regulations of the Commission with respect to 
reports shall not be inconsistent with the requirements imposed by such law or rule 
or regulation in respect of the same subject matter, and, in the case of carriers subject 
to the provisions of section 20 of the Interstate Commerce Act, as amended, or 
carriers required pursuant to any other Act of Congress to make reports of the 
same general character as those required under such section 20, shall permit such 
carriers to file with the Commission and the exchange duplicate copies of the 
reports and other documents filed with the Interstate Commerce Commission, or 
with the governmental authority administering such other Act of Congress, in lieu 
of the reports, information and documents required under this section and section 
12 in respect of the same subject matter. 

(c) If in the judgment of the Commission any report required under subsection 
(a) is inapplicable to any specified class or classes of issuers, the Commission 
shall require in lieu thereof of the submission of such reports of comparable 
character as it may deem applicable to such class or classes of issuers. 


PROXIES 


Sec. 14. (a) It shall be unlawful for any person, by the use of the mails or by 
any means or instrumentality of interstate commerce or of any facility of any 
national securities exchange or otherwise to solicit or to permit the use of his 
name to solicit any proxy or consent or authorization in respect of any security 
(other than an exempted security) registered on any national securities exchange 
in contravention of such rules and regulations as the Commission may prescribe as 
necessary or appropriate in the public interest or for the protection of investors. 

(b) It shall be unlawful for any member of a national securities exchange or any 
broker or dealer who transacts a business in securities through the medium of any 
such member to give a proxy, consent, or authorization in respect of any security 
registered on a national securities exchange and carried for the account of a customer 
in contravention of such rules and regulations as the Commission may prescribe as 
necessary or appropriate in the public interest or for the protection of investors. 


OVER-THE-COUNTER MARKETS 


Sec. 15. (a) No broker or dealer (other than one whose business is exclusively 
intrastate) shall make use of the mails or of any means or instrumentality of 
interstate commerce to effect any transaction in, or to induce the purchase or 
sale of, any security other than an exempted security or commercial paper, 
bankers’ acceptances, or commercial bills) otherwise than on a national securi- 
ties exchange, unless such broker or dealer is registered in accordance with sub- 
section (b) of this section. 

(b) A broker or dealer may be registered for the purposes of this section by 
filing with the Commission an application for registration, which shall contain 
such information in such detail as to such broker or dealer and any person 
directly or indirectly controlling or controlled by, or under direct or indirect 
common control with, such broker or dealer, as the Commission may by rules 
and regulations require as necessary or appropriate in the public interest or for 
the protection of investors. Except as hereinafter provided, such registration 
shall become effective thirty days after the receipt of such application by the 
Commission or within such shorter period of time as the Commission may 
determine. 

An application for registration of a broker or dealer to be formed or organ- 
ized may be made by a broker or dealer to which the broker or dealer to be 
formed or organized is to be the successor. Such application shall contain such 
information in such detail as to the applicant and as to the successor and any 
person directly or indirectly controlling or controlled by, or under direct or 
indirect common control with, the applicant or the successor, as the Commission 
may by rules and regulations require as necessary or appropriate in the public 


LXV 





interest or for the protection of investors. Except as hereinafter provided, such 
registration shall become effective thirty days after the receipt of such application 
by the Commission or within such shorter period of time as the Commission 
may determine. Such registration shall terminate on the forty-fifth day after 
the effective date, thereof, unless prior thereto the successor shall, in accordance 
with such rules and regulations as the Commission may prescribe, adopt such 
application as its own. 

If any amendment to any application for registration pursuant to this sub- 
section is filed prior to the effective date thereof, such amendment shall be 
deemed to have been filed simultaneously with and as part of such application; 
except that the Commission may, if it apears necessary or appropriate in the 
public interest or for the protection of investors, defer the effective date of any 
such registration as thus amended until the thirtieth day after the filing of 
such amendment. 

The Commission shall, after appropriate notice and opportunity for hearing, 
by order deny registration to or revoke the registration of any broker or dealer 
if it finds that such denial or revocation is in the public interest and that (1) 
such broker or dealer whether prior or subsequent to becoming such, or (2) any 
partner, officer, director, or branch manager of such broker or dealer (or any 
person occupying a similar status or performing similar functions), or any 
person directly or indirectly controlling or controlled by such broker or dealer, 
whether prior or subsequent to becoming such, (A) has willfully made or caused 
to be made in any application for registration pursuant to this subsection or in 
any document supplemental thereto or in any proceeding before the Commis- 
sion with respect to registration pursuant to this subsection any statement which 
was at the time and in the light of the circumstances under which it was made 
false or misleading with respect to any material fact; or (B) has been convicted 
within ten years preceding the filing of any such application or at any time 
thereafter of any felony or misdemeanor involving the purchase or sale of any 
security or arising out of the conduct of the business of a broker or dealer; or 
(C) is permanently or temporarily enjoined by order, judgment, or decree of 
any court of competent jurisdiction from engaging in or continuing any conduct 
or practice in connection with the purchase or sale of any security; or (D) has 
willfully violated any provision of the Securities Act of 1933, as amended, or of 
this title, or of any rule or regulation thereunder. Pending final determination 
whether any such registration shall be denied the Commission may by order 
postpone the effective date of such registration for a period not to exceed fifteen 
days, but if, after appropriate notice and opportunity for hearing, it shall appear 
to the Commission to be necessary or appropriate in the public interest or for 
the protection of investors to postpone the effective date of such registration 
until final determination, the Commission shall so order. Pending final de- 
termination whether any such registration shall be revoked, the Commission 
shall by order suspend such registration if, after appropriate notice and oppor- 
tunity for hearing, such suspension shall appear to the Commission to be neces- 
sary or appropriate in the public interest or for the protection of investors. Any 
registered broker or dealer may, upon such terms and conditions as the Com- 
mission may deem necessary in the public interest or for the protection of in- 
vestors, withdraw from registration by filing a written notice of withdrawal with 
the Commission. If the Commission finds that any registered broker or dealer, 
or any broker or dealer for whom an application for registration is pending, is 
no longer in existence or has ceased to do business as a broker or dealer, the 
a shall by order cancel the registration or application of such broker 
or er. 

(c) (1) No broker or dealer shall make use of the mails or of any means or 
instrumentality of interstate commerce to effect any transaction in, or to induce 
the purchase or sale of, any security (other than commercial paper, bankers’ ac- 
ceptances, or commercial bills) otherwise than on a national securities exchange, by 
means of any manipulative, deceptive, or other fraudulent device or contrivance. 
The Commission shall, for the purposes of this subsection, by rules and regulations 
define such devices or contrivances as are manipulative, deceptive, or otherwise 
fraudulent. 

(2) No broker or dealer shall make use of the mails or of any means or instrumental- 
ity of interstate commerce to effect any transaction in, or to induce or attempt to induce 
the purchase or sale of, any security (other than an exempted security or commercial 
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paper, bankers’ acceptances, or commercial bills) otherwise than on a national 

securities exchange, in connection with which such broker or dealer engages in any 

fraudulent, deceptive, or manipulative act or practice, or makes any fictitious quota- 
tion. The Commission shall, for the purposes of this paragraph, by rules and regu- 
lations define, and prescribe means reasonably designed to prevent, such acts and 

~~ as are fraudulent, deceptive, or manipulative and such quotations as are 
ctitious. 

(3) No broker or dealer shall make use of the mails or of any means or instru- 
mentality of interstate commerce to effect any transaction in, or to induce or attempt 
to induce the purchase or sale of, any security (other than an exempted security or 
commercial paper, bankers’ acceptances, or commercial bills)otherwise than on a 
national securities exchange, in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest or for 
the protection of investors to provide safeguards with respect to the financial 
responsibility of brokers and dealers.5 

(d) Each registration statement hereafter filed pursuant to the Securities Act 
of 1933, as amended, shall contain an undertaking by the issuer of the issue of 
securities to which the registration statement relates to file with the Commission, 
in accordance with such rules and regulations as the Commission may prescribe 
as necessary or appropriate in the public interest or for the protection of in- 
vestors, such supplementary and periodic information, documents, and reports as 
may be required pursuant to section 13 of this title in respect of a security listed 
and registered on a national securities exchange; but such undertaking shall 
become operative only if the aggregate offering price of such issue of securities, 
plus the aggregate value of all other securities of such issuer of the same class 
(as hereinafter defined) outstanding, computed upon the basis of such offering 
price, amounts to $2,000,000 or more. The issuer shall file such supplementary 
and periodic information, documents, and reports pursuant to such undertaking, 
except that the duty to file shall be automatically suspended if and so long as 
(1) such issue of securities is listed and registered on a national securities 
exchange, or (2) by reason of the listing and registration of any other security 
of such issuer on a national securities exchange, such issuer is required to file 
pursuant to section 13 of this title information, documents, and reports sub- 
stantially equivalent to such as would be required if such issue of securities were 
listed and registered on a national securities exchange, or (3) the aggregate 
value of all outstanding securities of the class to which such issue belongs is 
reduced to less than $1,000,000 computed upon the basis of the offering price 
of the last issue of securities of said class offered to the public. For the purposes 
of this subsection, the term “class” shall be construed to include all securities 
of an issuer which are of substantially similar character and the holders of 
which enjoy substantially similar rights and privileges. Nothing in this subsec- 
tion shall apply to securities issued by a foreign government or political sub- 
division thereof or to any other security which the Commission may by rules 
and regulations exempt as not comprehended within the purposes of this 
subsection. 


5 Prior to amendment by Public, No. 719, 75th Cong., approved June 25, 1938, 52 Stat. 1070, 
subsection (c) of sec. 15 read as follows: 

(c) No broker or dealer shall make use of the mails or of any means or instrumentality 
of interstate commerce to effect any transaction in, or to induce the purchase or sale of, 
any security (other than commercial paper, bankers’ acceptances, or commercial bills) other- 
wise than on a national securities exchange, by means of any manipulative, deceptive, or 
other fraudulent device or contrivance. The Commission shall, for the purposes of this sub- 
section, by rules and regulations define such devices or contrivances as are manipulative, de- 
ceptive, or otherwise fraudulent. 


6 Attention is directed to sections 10 and 11 of Public, No. 621, 74th Cong., 49 Stat. 1375 
(1936), which reads: 

Sec. 10. All brokers and dealers for whom registration is in effect on the date of enact- 
ment of this Act in accordance with rules and regulations of the Commission prescribed 
pursuant to section 15 of the Securities Exchange Act of 1934 shall be deemed to be registered 
pursuant to section 15 of such Act as amended by section 3 of this Act. 

Sec. 11. Nothing in this Act shall be deemed to extinguish any liability which may have 
arisen prior to the effective date of this Act by reason of any violation of section 15 of the 
Securities Exchange Act of 1934 or of any rule or regulation thereunder. 

As originally enacted sec. 15 read as follows: 

Sec. 15. It shall be unlawful, in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest and to insure 
to investors protection comparable to that provided by and under authority of this title 
in the case of national securities exchanges, (1) for any broker or dealer, singly or with 
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Sec. 15A. (a) Any association of brokers or dealers may be registered with the 
Commission as a national securities association pursuant to subsection (b), or as 
an affiliated securities association pursuant to subsection (d), under the terms and 
conditions hereinafter provided in this section, by filing with the Commission a 
registration statement in such form as the Commission may prescribe, setting forth 
the information, and accompanied by the documents, below specified: 


(1) Such data as to its organization, membership, and rules of procedure, 
and such other information as the Commission may by rules and regulations re- 
quire as necessary or appropriate in the public interest or for the protection of 
investors; and 


(2) Copies of its constitution, charter, or articles of incorporation or associa- 
tion, with all amendments thereto, and of its existing bylaws, and of any rules 
or instruments corresponding to the foregoing, whatever the name, hereinafter 
in this title collectively referred to as the “rules of the association”. 


Such registration shall not be construed as a waiver by such association or any 
member thereof of any constitutional right or of any right to contest the validity 
of any rule or regulation of the Commission under this title. 

(b) An applicant association shall not be registered as a national securities associa- 
tion unless it appears to the Commission that— 


(1) by reason of the number of its members, the scope of their transactions, 
and the geographical distribution of its members such association will be able 
to comply with the provisions of this title and the rules and regulations there- 
under and to carry out the purposes of this section; 

(2) such association is so organized and is of such a character as to be able 
to comply with the provisions of this title and the rules and regulations there- 
under, and to carry out the purposes of this section; 

(3) the rules of the association provide that any broker or dealer who makes 
use of the mails or of any means or instrumentality of interstate commerce to 
effect any transaction in, or to induce the purchase or sale of, any security 
otherwise than on a national securities exchange, may become a member of 
such association, except such as are excluded pursuant to paragraph (4) of 
this subsection: Provided, That the rules of the association may restrict member- 
ship in such association on such specified geographical basis, or on such specified 
basis relating to the type of business done by its members, or on such other 
specified and appropriate basis, as appears to the Commission to be necessary 
or appropriate in the public interest or for the protection of investors and to 
carry out the purpose of this section; 


(4) the rules of the association provide that, except with the approval or at 
the direction of the Commission in cases in which the Commission finds it 
appropriate in the public interest so to approve or direct, no broker or dealer 
shall be admitted to or continued in membership in such association, if (1) such 
broker or dealer, whether prior or subsequent to becoming such, or (2) any 
partner, officer, director, or branch manager of such broker or dealer (or any 
person occupying a similar status or performing similar functions), or any 
person directly or indirectly controlling or controlled by such broker or dealer, 
whether prior or subsequent to becoming such, (A) has been and is suspended 
or expelled from a registered securities association (whether national or affili- 
ated) or from a national securities exchange, for violation of any rule of such 
association or exchange which prohibits any act or transaction constituting 
conduct inconsistent with just and equitable principles of trade, or requires any 
act the omission of which constitutes conduct inconsistent with just and equitable 


any other person or persons, to make use of the mails or any means or instrumentality of 
interstate commerce for the purpose of making or creating, or enabling another to make 
or create, a market, otherwise than on a national securities exchange, for both the purchase 
and sale of any security (other than an exempted security or commercial paper, bankers’ 
acceptances, or commercial bills, or unregistered securities the market in which is pre- 
dominatly intrastate and which have not previously been registered or listed), or (2) for 
any broker or dealer to use any facility of any such market. Such rules and regulations may 
provide for the regulation of all transactions by brokers and dealers on any such market, for 
the registration with the Commission of dealers and/or brokers making or creating such a 
market, and for the registration of the securities for which they make or create a market and 
may make special provision with respect to securities or specified classes thereof listed, or 
entitled to unlisted trading privileges, upon any exchange on the date of the enactment of 
this title, which securities are not registered under the provisions of section 12 of this title. 
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principles of trade, or (B) is subject to an order of the Commission denying 
or revoking his registration pursuant to section 15 of this title, or expelling or 
suspending him from membership in a registered securities association or a 
national securities exchange, or (C) by his conduct while employed by, acting 
for, or directly or indirectly controlling or controlled by, a broker or dealer, 
was a cause of any suspension, expulsion, or order of the character described in 
clause (A) or (B) which is in effect with respect to such broker or dealer; 

(5) the rules of the association assure a fair representation of its members 
in the adoption of any rule of the association or amendment thereto, the selec- 
tion of its officers and directors, and in all other phases of the administration 
of its affairs ; 

(6) the rules of the association provide for the equitable allocation of dues 
among its members, to defray reasonable expenses of administration; 

(7) the rules of the association are designed to prevent fraudulent and manip- 
ulative acts and practices, to promote just and equitable principles of trade, to 
provide safeguards against unreasonable profits or unreasonable rates of com- 
missions or other charges, and, in general, to protect investors and the public 
interest, and to remove impediments to and perfect the mechanism of a free and 
open market; and are not designed to permit unfair discrimination between 
customers or issuers, or brokers or dealers, to fix minimum profits, to impose 
any schedule of prices, or to impose any schedule or fix minimum rates of com- 
missions, allowances, discounts, or other charges; 

(8) the rules of the association provide that its members shall be appropriate- 
ly disciplined, by expulsion, suspension, fine, censure, or any other fitting penalty, 
for any violation of its rules; 

(9) the rules of the association provide a fair and orderly procedure with 
respect to the disciplining of members and the denial of membership to any 
broker or dealer seeking membership therein. In any proceeding to determine 
whether any member shall be disciplined, such rules shall require that specific 
charges be brought; that such member shall be notified of, and be given an 
opportunity to defend against, such charges; that a record shall be kept; and 
that the determination shall include (A) a statement setting forth any act or 
practice in which such member may be found to have engaged, or which such 
member may be found to have omitted, (B) a statement setting forth the specific 
rule or rules of the association of which any such act or practice, or omission 
to act, is deemed to be in violation, (C) a statement whether the acts or 
practices prohibited by such rule or rules, or the omission of any act required 
thereby, are deemed to constitute conduct inconsistent with just and equitable 
principles of trade, and (D) a statement setting forth the penalty imposed. In 
any proceeding to determine whether a broker or dealer shall be denied member- 
ship, such rules shall provide that the broker or dealer shall be notified of, and 
be given an opportunity to be heard upon, the specific grounds for denial which 
are under consideration; that a record shall be kept; and that the determination 
shall set forth the specific grounds upon which the denial is based; and 

(10) the requirements of subsection (c), insofar as these may be applicable, 
are satisfied. 

(c) The Commission may permit or require the rules of an association applying 
for registration pursuant to subsection (b), to provide for the admission of an associa- 
tion registered as an affiliated securities association, pursuant to subsection (d), to 
participation in said applicant association as an affiliate thereof, under terms permitting 
such powers and responsibilities to such affiliate, and under such other appropriate 
terms and conditions, as may be provided by the rules of said applicant association, if 
such rules appear to the Commission to be necessary or appropriate in the public in- 
terest or for the protection of investors and to carry out the purposes of this section. 
The duties and powers of the Commission with respect to any national securities 
association or any affiliated securities association shall in no way be limited by reason 
of any such affiliation. 

(d) An applicant association shall not be registered as an affiliated securities 
association unless it appears to the Commission that— 

(1) such association, notwithstanding that it does not satisfy the require- 
ments set forth in paragraph (1) of subsection (b), will, forthwith upon the 
registration thereof, be admitted to affiliation with an association registered as 
a national securities association pursuant to said subsection (b), in the manner 
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and under the terms and conditions provided by the rules of said national 
securities association in accordance with subsection (c); and 

(2) such association and its rules satisfy the requirements set forth m para- 
graphs (2) to (9), inclusive, of subsection (b); except that in the case of any 
such association any restrictions upon membership therein of the type authorised 
by paragraph (3) of subsection (b) shall not be less stringent than in the case 
of the national securities association with which such association is to be 
affiliated. 


(e) Upon the filing of an application for registration pursuant to subsection (b) or 
subsection (d), the Commission shall by order grant such registration tf the require- 
ments of this section are satisfied. If, after appropriate notice and opportunity for 
hearing, it appears to the Commission that any requirement of this section is not 
satisfied, the Commission shall by order deny such registration. If any association 
granted registration as an affiliated securities association pursuant to subsection (d) 
shall fail to be admitted promptly thereafter to affiliation with a registered national 
Securities association, the Commission shall revoke the registration of such affiliated 
securities association. 


(f) A registered securities association (whether national or affiliated) may, upon 
such reasonable notice as the Commission may deem necessary in the public interest 
or for the protection of investors, withdraw from registration by filing with the 
Commission a written notice of withdrawal in such form as the Commission may 
by rules and regulations prescribe. Upon the withdrawal of a national securities 
association from registration, the registration of any association affiliated therewith 
shall automatically terminate. 


(g) If any registered securities association (whether national or affiliated) shall 
take any disciplinary action against any member thereof, or shall deny admission to 
any broker or dealer seeking membership therein, such action shall be subject to 
review by the Commission, on its own motion, or upon application by any person 
aggrieved thereby filed within sixty days after such action has been taken or within 
such longer period as the Commission may determine. Application to the Commis- 
sion for review, or the institution of review by the Commission on its own motion, 
shall operate as a stay of such action until an order is issued upon such review 
pursuant to subsection (h). 


(h) (1) In a proceeding to review disciplinary action taken by a registered 
securities association against a member thereof, if the Commission, after appropriate 
notice and opportunity for hearing, upon consideration of the record before the 
association and such other evidence as it may deem relevant, shall (A) find that such 
member has engaged in such acts or practices, or has omitted such act, as the 
association has found him to have engaged in or omitted, and (B) shall determine 
that such acts or practices, or omission to act, are in violation of such rules of the 
association as have been designated in the determination of the association, the Com- 
mission shall by order dismiss the proceeding, unless it appears to the Commission 
that such action should be modified in accordance with paragraph (2) of this sub- 
section. The Commission shall likewise determine whether the acts or practices pro- 
hibited, or the omission of any act required, by any such rule constitute conduct in- 
consistent with just and equitable principles of trade, and shall so declare. If it 
appears to the Commission that the evidence does not warrant the finding required 
in clause (A) or if the Commission shall determine that such acts or practices as 
are found to have been engaged in are not prohibited by the designated rule or rules 
of the association, or that such act as is found to have been omitted is not required 


by such designated rule or rules, the Commission shall by order set aside the action 
of the association. 


(2) If, after appropriate notice and opportunity for hearing, the Commission finds 
that any penalty imposed upon a member is excessive or oppressive, having due 
regard to the public interest, the Commission shall by order cancel, reduce, or re- 
quire the remission of such penalty. 


(3) In any proceeding to review the denial of membership in a registered securi- 
ties association, if the Commission, after appropriate notice and hearing, and upon 
consideration of the record before the association and such other evidence as it may 
deem relevant, shall determine that the specific grounds on which such denial is 
based exist in fact and are valid under this section, the Commission shall by order 
dismiss the proceeding; otherwise, the Commission shall by order set aside the action 
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of the association and require it to admit the applicant broker or dealer to member- 
ship therein. 

(4) (1) The rules of a registered securities association may provide that no 
member thereof shall deal with any nonmember broker or dealer (as defined in para- 
graph (2) of this subsection) except at the same prices, for the same commissions or 
fees, and on the same terms and conditions as are by such member accorded to the 
general public. 

(2) For the purposes of this subsection, the term “nonmember broker or dealer” 
shall include any broker or dealer who makes use of the mails or of any means 
or instrumentality of interstate commerce to effect any transaction in, or to induce 
the purchase or sale of, any security otherwise than on a national securities exchange, 
who is not a member of any registered securities association, except a broker or 
dealer who deals exclusively in commercial paper, bankers’ acceptances, or com- 
mercial bills. 

(3) Nothing in this subsection shall be so construed or applied as to prevent any 
member of a registered securities association from granting to any other member 
of any registered securities association any dealer's discount, allowance, commission, 
or special terms. 

(3) Every registered securities association shall file with the Commission in 
accordance with such rules and regulations as the Commission may prescribe as 
necessary or appropriate in the public interest or for the protection of investors, copies 
of any changes in or additions to the rules of the association, and such other infor- 
mation and documents as the Commission may require to keep current or to sup- 
plement the registration statement and documents filed pursuant to subsection (a). 
Any change in or addition to the rules of a registered securities association shall 
take effect upon the thirtieth day after the filing of a copy thereof with the Com- 
mission, or upon such earlier date as the Commission may determine, unless the 
Commission shall enter an order disapproving such change or addition; and the 
Commission shall enter such an order unless such change or addition appears to the 
Commission to be consistent with the requirements of subsection (b) and subsection 


(k) (1) The Commission is authorized by order to abrogate any rule of a reg- 
istered securities association, if after appropriate notice and opportunity for hearing, 
it appears to the Commission that such abrogation is necessary or appropriate to 
assure fair dealing by the members of such association, to assure a fair representation 
of its members in the administration of its affairs or otherwise to protect investors or 
effectuate the purposes of this title. 

(2) The Commission may in writing request any registered securities association 
to adopt any specified alteration of or supplement to its rules with respect to any 
of the matters hereinafter enumerated. If such association fails to adopt such altera- 
tion or supplement within a reasonable time, the Commission is authorized by order 
to alter or supplement the rules of such association in the manner theretofore re- 
quested if, after appropriate notice and opportunity for hearing, it appears to the 
Commission that such alteration or supplement ts necessary or appropriate in the 
public interest or for the protection of investors or to effectuate the purposes of this 
section, with respect to: (1) The basis for, and procedure in connection with, the 
denial of membership or the discipling of members; (2) the method for adoption of 
any change in or addition to the rules of the association; (3) the method of choosing 
officers and directors; and (4) affiliation between registered securities associations. 

(1) The Commission is authorized, if such action appears to it to be necessary or 
appropriate in the public interest or for the protection of investors or to carry out 
the purposes of this section— 


(1) after appropriate notice and opportunity for hearing, by order to suspend 
for a period not exceeding 12 months or to revoke the registration of a reg- 
istered securities association, if the Commission finds that such association has 
violated any provision of this title or any rule or regulation thereunder, or has 
failed to enforce compliance with its own rules, or has engaged in any other 
activity tending to defeat the purposes of this section; 

(2) after appropriate notice and opportunity for hearing, by order to suspend 
fora period not exceeding 12 months or to expel from a registered securities 
association any member thereof who the Commission finds (A) has violated 
any provision of this title or any rule or regulation thereunder, or has effected 
any transaction for any other person who, he had reason to believe, was violating 
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with respect to such transaction any provision of this title or any rule or regula- 
tion thereunder, or (B) has willfully violated any provision of the Securities 
Act of 1933, as amended, or of any rule or regulation thereunder, or has 
effected any transaction for any other person who, he had reason to believe, was 
willfully violating with respect to such transaction any provision of such Act 
or rule or regulation; 

(3) after appropriate notice and opportunity for hearing, by order to remove 
from office any officer or director of a registered securities association who, the 
Commission finds, has willfully failed to enforce the rules of the association, 
or has willfully abused his authority. 


(m) Nothing in this section shall be construed to apply with respect to any 
transaction by a broker or dealer in any exempted security. 

(n) If any provision of this section is in conflict with any provision of any law of 
the United States in force on the date this section takes effect, the provision of this 
section shall prevail. 


DIRECTORS, OFFICERS, AND PRINCIPAL STOCKHOLDERS 


Sec. 16. (a) Every person who is directly or indirectly the beneficial owner of 
more than 10 per centum of any class of any equity security (other than an exempted 
security) which is registered on a national securities exchange, or who is a director 
or an officer of the issuer of such security, shall file, at the time of the registration of 
such security or within ten days after he becomes such beneficial owner, director, or 
officer, a statement with the exchange (and a duplicate original thereof with the 
Commission) of the amount of all equity securities of such issuer of which he is the 
beneficial owner, and within ten days after the close of each calendar month thereafter, 
if there has been any change in such ownership during such month, shall file with the 
exchange a statement (and a duplicate original thereof with the Commission) indicat- 
ing his ownership at the close of the calendar month and such changes in his 
ownership as have occurred during such calendar month. 

(b) For the purpose of preventing the unfair use of information which may have 
been obtained by such beneficial owner, director, or officer by reason of his relation- 
ship to the issuer, any profit realized by him from any purchase and sale, or any 
sale and purchase, of any equity security of such issuer (other than an exempted 
security) within any period of less than six months, unless such security was 
acquired in good faith in connection with a debt previously contracted, shall inure to 
and be recoverable by the issuer, irrespective of any intention on the part of such 
beneficial owner, director, or officer in entering into such transaction of holding the 
security purchased or of not repurchasing the security sold for a period exceeding 
six months. Suit to recover such profit may be instituted at law or in equity in 
any court of competent jurisdiction by the issuer, or by the owner of any security 
of the issuer in the name and in behalf of the issuer if the issuer shall fail or refuse 
to bring such suit within sixty days after request or shall fail diligently to prosecute 
the same thereafter; but no such suit shall be brought more than two years after 
the date such profit was realized. This subsection shall not be construed to cover 
any transaction where such beneficial owner was not such both at the time of the 
purchase and sale, or the sale and purchase, of the security involved, or any transac- 
tion or transactions which the Commission by rules and regulations may exempt as 
not comprehended within the purpose of this subsection. 

(c) It shall be unlawful for any such beneficial owner, director, or officer, directly 
or indirectly, to sell any equity security of such issuer (other than an exempted 
security), if the person selling the security or his principal (1) does not own the 
security sold, or (2) it owning the security, does not deliver it against such sale 
within twenty days thereafter, or does not within five days after such sale deposit it 
in the mails or other usual channels of transportation; but no person shall be 
deemed to have violated this subsection if he proves that notwithstanding the exercise 
of good faith he was unable to make such delivery or deposit within such time, or 
that to do so would cause undue inconvenience or expense. 

(d) The provisions of this section shall not apply to foreign or domestic arbitrage 
transactions unless made in contravention of such rules and regulations as the Com- 
mission may adopt in order to carry out the purposes of this section. 


ACCOUNTS AND RECORDS, REPORTS, EXAMINATIONS OF EXCHANGES, MEMBERS, AND OTHERS 
Sec. 17. (a) Every national securities exchange, every member thereof, every 
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broker or dealer who transacts a business in securities through the medium of any 
such member, every registered securities association, and every broker or dealer 
registered pursuant to section 15 of this title,’ shall make, keep, and preserve for 
such periods, such accounts, correspondence, memoranda, papers, books, and other 
records, and make such reports, as the Commission by its rules and regulations may 
prescribe as necessary or appropriate in the public interest or for the protection of 
investors. Such accounts, correspondence, memoranda, papers, books, and other 
records shall be subject at any time or from time to time to such reasonable periodic, 
special, or other examinations by examiners or other representatives of the Com- 
mission as the Commission may deem necessary or appropriate in the public interest 
or for the protection of investors. 

(b) Any broker, dealer, or other person extending credit who is subject to the 
rules and regulations prescribed by the Fedral Reserve Board pursuant to this title 
shall make such reports to the Board as it may require as necessary or appropriate 
to enable it to perform the functions conferred upon it by this title. If any such 
broker, dealer, or other person shall fail to make any such report or fail to furnish 
full information therein, or, if in the judgment of the Board it is otherwise necessary, 
such broker, dealer, or other person shall permit such inspections to be made by the 
Board with respect to the business operations of such broker, dealer, or other 
person as the Board may deem necessary to enable it to obtain the required infor- 
mation. 

LIABILITY FOR MISLEADING STATEMENTS 


Sec. 18. (a) Any person who shall make or cause to be made any statement in 
any application, report, or document filed pursuant to this title or any rule or 
regulation thereunder or any undertaking contained in a registration statement as 
provided in subsection (d) of section 15 of this title, which statement was at the 
time and in the light of the circumstances under which it was made false or mislead- 
ing with respect to any material fact, shall be liable to any person (not knowing 
that such statement was false or misleading) who, in reliance upon such statement, 
shall have purchased or sold a security at a price which was affected by such state- 
ment, for damages caused by such reliance, unless the person sued shall prove 
that he acted in good faith and had no knowledge that such statement was false 
or misleading. A person seeking to enforce such liability may sue at law or in equity 
in any court of competent jurisdiction. In any such suit the court may, in its discre- 
tion, require an undertaking for the payment of the costs of such suit, and assess 
reasonable costs, including reasonable attorneys’ fees, against either party litigant. 

(b) Every person who becomes liable to make payment under this section may 
recover contribution as in cases of contract from any person who, if joined in the 
original suit, would have been liable to make the same payment. 

(c) No action shall be maintained to enforce any liability created under this 
section unless brought within one year after the discovery of the facts constituting 
the cause of action and within three years after such cause of action accrued. 


POWERS WITH RESPECT TO EXCHANGES AND SECURITIES 


Sec. 19. (a) The Commission is authorized, if in its opinion such action is neces- 
sary or appropriate for the protection of investors— 

(1) After appropriate notice and opportunity for hearing, by order to suspend 
for a period not exceeding twelve months or to withdraw the registration of a 
national securities exchange if the Commission finds that such exchange has violated 
any provision of this title or of the rules and regulations thereunder or has failed 
to enforce, so far as is within its power, compliance therewith by a member or by 
an issuer of a security registered thereon. 

(2) After appropriate notice and opportunity for hearing, by order to deny, to 
suspend the effective date of, to suspend for a period not exceeding twelve months, 
or to withdraw, the registration of a security if the Commission finds that the 
issuer of such security has failed to comply with any provision of this title or the 
rules and regulations thereunder. 

(3) After appropriate notice and opportunity for hearing, by order to suspend 
for a period not exceeding twelve months or to expel from a national securities ex- 





7 Sec. 4 of Public, No. 621, 74th Cong., 49 Stat. 1375 (1936), substituted the matter appearing 
in bold-face type for “every broker or dealer making or creating a market for both the purchase 
and sale of securities through the use of the mails or of any means or instrumentality of inter- 
state commerce’”’, which was deleted by that amendment. 
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change any member or officer thereof whom the Commission finds has violated any 
provision of this title or the rules and regulations thereunder, or has effected any 
transaction for any other person who, he has reason to believe, is violating in respect 
of such transaction any provision of this title or the rules and regulations thereunder. 

(4) And if in its opinion the public interest so requires, summarily to suspend 
trading in any registered security on any national securities exchange for a period 
not exceeding ten days, or with the approval of the President, summarily to suspend 
all trading on any national securities exchange for a period not exceeding ninety 
days. 

(b) The Commission is further authorized, if after making appropriate request 
in writing to a national securities exchange that such exchange effect on its own 
behalf specified changes in its rules and practices, and after appropriate notice and 
opportunity for hearing, the Commission determines that such exchange has not 
made the changes so requested, and that such changes are necessary or appropriate 
for the protection of investors or to insure fair dealing in securities traded in upon 
such exchange or to insure fair administration of such exchange, by rules or regula- 
tions or by order to alter or supplement the rules of such exchange (insofar as 
necessary or appropriate to effect such changes) in respect of such matters as (1) 
safeguards in respect of the financial responsibility of members and adequate provision 
against the evasion of financial responsibility through the use of corporate forms 
or special partnerships; (2) the limitation or prohibition of the registration or 
trading in any security within a specified period after the issuance or primary distribu- 
tion thereof; (3) the listing or striking from listing of any security; (4) hours of 
trading; (5) the manner, method, and place of soliciting business; (6) fictitious 
or numbered accounts; (7) the time and method of making settlements, payments, 
and deliveries and of closing accounts; (8) the reporting of transactions on the 
exchange and upon tickers maintained by or with the consent of the exchange, in- 
cluding the method of reporting short sales, stopped sales, sales of securities of 
issuers in default, bankruptcy or receivership, and sales involving other special 
circumstances; (9) the fixing of reasonable rates of commission, interest, listing, 
and other charges; (10) minimum units of trading; (11) odd-lot purchases and 
sales: (12) minimum deposits on margin accounts; and (13) similar matters. 

(c) The Commission is authorized and directed to make a study and investigation 
of the rules of national securities exchanges with respect to the classification of 
members, the methods of election of officers and committees to insure a fair repre- 
sentation of the membership, and the suspension, expulsion, and disciplining of 
members of such exchanges. The Commission shall report to the Congress on cr 
before January 3, 1935, the results of its investigation, together with its recom- 
mendations. 


LIABILITIES OF CONTROLLING PERSONS 


Sec. 20. (a) Every person who, directly or indirectly, controls any person liable 
under any provision of this title or of any rule or regulation thereunder shall also 
be liable jointly and severally with and to the same extent as such controlled person 
to any person to whom such controlled person is liable, unless the controlling person 
acted in good faith and did not directly or indirectly induce the act or acts con- 
stituting the violation or cause of action. 

(b) It shall be unlawful for any person, directly or indirectly, to do any act or 
thing which it would be unlawful for such person to do under the provisions of 
this title or any rule or regulation thereunder through or by means of any other 
person. 

(c) It shall be unlawful for any director or officer of, or any owner of any of 
the securities issued by, any issuer of any security registered on a national securities 
exchange, without just cause to hinder, delay, or obstruct the making or filing 
of any document, report, or information, required to be filed under this title or any 
rule or regulation thereunder or any undertaking contained in a registration state- 
ment as provided in subsection (d) of section 15 of this title. 


INVESTIGATIONS ; INJUNCTIONS AND PROSECUTION OF OFFENSES 


_ Sc. 21. (a) The Commission may, in its discretion, make such investigations as 
it deems necessary to determine whether any person has violated or is about to 
violate any provision of this title or any rule or regulation thereunder, and may 
require or permit any person to file with it a statement in writing, under oath or 
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otherwise as the Commission shall determine, as to all the facts and circumstances 
concerning the matter to be investigated. The Commission is authorized, in its 
discretion, to publish information concerning any such violations, and to investigate 
any facts, conditions, practices, or matters which it may deem necessary or proper 
to aid in the enforcement of the provisions of this title, in the prescribing of rules 
and regulations thereunder, or in securing information to serve as a basis for recom- 
mending further legislation concerning the matters to which this title relates. 


(b) For the purpose of any such investigation, or any other proceeding under 
this title, any member of the Commission or any officer designated by it is em- 
powered to administer oaths and affirmations, subpena witnesses, compel their attend- 
ance, take evidence, and require the production of any books, papers, correspondence, 
memoranda, or other records which the Commission deems relevant or material to the 
inquiry. Such attendance of witnesses and the production of any such records may 
be required from any place in the United States or any State at any designated 
place of hearing. 


(c) In case of contumacy by, or refusal to obey a subpena issued to, any person, 
the Commission may invoke the aid of any court of the United States within the 
jurisdiction of which such investigation or proceeding is carried on, or where such 
person resides or carries on business, in requiring the attendance and testimony 
of witnesses and the production of books, papers, correspondence, memoranda, and 
other records. And such court may issue an order requiring such person to appear 
before the Commission or member or officer designated by the Commission, there to 
produce records, if so ordered, or to give testimony touching the matter under 
investigation or in question; and any failure to obey such order of the court may 
be punished by such court as a contempt thereof. All process in any such case may 
be served in the judicial district whereof such person is an inhabitant or wherever 
he may be found. Any person who shall, without just cause, fail or refuse to attend 
and testify or to answer any lawful inquiry or to produce books, papers, correspond- 
ence, memoranda, and other records, if in his power so to do, in obedience to the 
subpena of the Commission, shall be guilty of a misdemeanor and, upon conviction, 
shall be subject to a fine of not more than $1,000 or to imprisonment for a term of 
not more than one year, or both. 


(d) No person shall be excused from attending and testifying or from producing 
books, papers, contracts, agreements, and other records and documents before the 
Commission, or in obedience to the subpena of the Commission or any member 
thereof or any officer designated by it, or in any cause or proceeding instituted by 
the Commission, on the ground that the testimony or evidence, documentary or 
otherwise, required of him may tend to incriminate him or subject him to a penalty 
or forfeiture; but no individual shall be prosecuted or subject to any penalty or 
forfeiture for or on account of any transaction, matter, or thing concerning which 
he is compelled, after having claimed his privilege against self-incrimination, to 
testify or produce evidence, documentary or otherwise, except that such individual 
so testifying shall not be exempt from prosecution and punishment for prejury 
committed in so testifying. 


(e) Whenever it shall appear to the Commission that any person is engaged or 
about to engage in any acts or practices which constitute or will constitute a 
violation of the provisions of this title, or of any rule or regulation thereunder, it 
may in its discretion bring an action in the proper district court of the United States, 
the United States District Court for the District of Columbia, or the United States 
courts of any Territory or other place subject to the jurisdiction of the United 
States, to enjoin such acts or practices, and upon a proper showing a permanent or 
temporary injunction or restraining order shall be granted without bond: The 
Commission may transmit such evidence as may be available concerning such acts 
or practices to the Attorney General, who may, in his discretion, institute the neces- 
sary criminal proceedings under this title. 


(f) Upon application of the Commission the district courts of the United States, 
the United States District Court for the District of Columbia, and the United 
States courts of any Territory or other place subject to the jurisdiction of the United 
States, shall also have jurisdiction to issue writs of mandamus commanding any 
person to comply with the provisions of this title or any order of the Commission 
made in pursuance thereof or with any undertaking contained in a registration 
statement as provided in subsection (d) of section 15 of this title. 
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HEARINGS BY COMMISSION 


Sec. 22. Hearings may be public and may be held before the Commission, any 
member or members thereof, or any officer or officers of the Commission designated 
by it, and appropriate records thereof shall be kept. 


RULES AND REGULATIONS ; ANNUAL REPORTS 


Sec. 23. (a) The Commission and the Board of Governors of the Federal 
Reserve System shall each have power to make such rules and regulations as may 
be necessary for the execution of the functions vested in them by this title, and 
may for such purpose classify issuers, securities, exchanges, and other persons or 
matters within their respective jurisdictions. No provision of this title imposing 
any liability shall apply to any act done or omitted in good faith in conformity 
with any rule or regulation of the Commission or the Board of Governors of the 
Federal Reserve System, notwithstanding that such rule or regulation may, 
after such act or omission, be amended or rescinded or be determined by judicial 
or other authority to be invalid for any reason.® 

(b) The Commission and the Federal Reserve Board, respectively, shall include 
in their annual reports to Congress such information, data, and recommendation for 
further legislation as they may deem advisable with regard to matters within their 
respective jurisdictions under this title. 


INFORMATION FILED WITH THE COMMISSION 


Sec. 24. (a) Nothing in this title shall be construed to require, or to authorize the 
Commission to require, the revealing of trade secrets or processes in any application, 
report, or document filed with the Commission under this title. 

(b) Any person filing any such application, report, or document may make written 
objection to the public disclosure of information contained therein, stating the grounds 
for such objection, and the Commission is authorized to hear objections in any such case 
where it deems it advisable. The Commission may, in such cases, make available 
to the public the information contained in any such application, report, or document 
only when in its judgment a disclosure of such information is in the public interest; 
and copies of information so made available may be furnished to any person at such 
reasonable charge and under such reasonable limitations as the Commission may pre- 
scribe. 

(c) It shall be unlawful for any member, officer, or employee of the Commission 
to disclose to any person other than a member, officer, or employee of the Com- 
mission, or to use for personal benefit, any information contained in any application, 
report, or document filed with the Commission which is not made available to the 
public pursuant to subsection (b) of this section: Provided, That the Commission 
may make available to the Federal Reserve Board any information requested by 
the Board for the purpose of enabling it to perform its duties under this title. 


COURT REVIEW OF ORDERS 


Sec. 25. (a) Any person aggrieved by an order issued by the Commission in a 
proceeding under this title to which such person is a party may obtain a review 
of such order in the United States Court of Appeals within any circuit wherein 
such person resides or has his principal place of business, or in the United States 
Court of Appeals of the District of Columbia, by filing in such court, within sixty 
days after the entry of such order, a written petition praying that the order of the 
Commission be modified or set aside in whole or in part. A copy of such petition 
shall be forthwith transmitted by the clerk of the court to any member of the 
Commission, and thereupon the Commission shall file in the court the record upon 
which the order complained of was entered, as provided in section 2112 of title 28. 
Upon the filing of such petition such court shall have jurisdiction, which upon the 
filing of the record shall be exclusive, to affirm, modify, and enforce or set aside such 
order, in whole or in part.2 No objection to the order of the Commission shall be 


8 Sec. 23. (a) The Commission and the Federal Reserve Board shall each have power to 
make such rules and regulations as may be necessary for the execution of the functions vested 
in them by this title, and may for such purpose classify issuers, securities, exchanges, and 
other persons or matters within their respective jurisdictions. 

9 As amended by P.L. 85-791 § 10, 72 Stat. 945 (1958). Before amendment the second and 
third sentences of subsection (a) read as follows: 

A copy of such petition shall be forthwith served upon any member of the Commission, and 
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considered by the court unless such objection shall have been urged before the Com- 
mission. The finding of the Commission as to the facts, if supported by substantial 
evidence, shall be conclusive. If either party shall apply to the court for leave to 
adduce additional evidence, and shall show to the satisfaction of the court that such 
additional evidence is material and that there were reasonable grounds for failure to 
adduce such evidence in the hearing before the Commission, the court may order such 
additienal evidence to be taken before the Commission and to be adduced upon the 
hearing in such manner and upon such terms and conditions as to the court may 
seem proper. The Commission may modify its findings as to the facts, by reason of 
the additional evidence so taken, and it shall file such modified or new findings, which, 
1m supported by substantial evidence, shall be conclusive, and its recommendation, if 
any, for the modification or setting aside of the original order. The judgment and 
decree of the court, affirming, modifying, and enforcing or setting aside, in whole 
or in part, any such order of the Commission, shall be final, subject to review by the 
Supreme Court of the United States upon certiorari or certification as provided in 
sections 239 and 240 of the Judicial Code, as amended (U. S. C., title 28, secs. 346 
and 347) .10 

(b) The commencement of proceedings under subsection (a) shall not, unless 
specifically ordered by the court, operate as a stay of the Commission’s order, 


UNLAWFUL REPRESENTATIONS 


Sec. 26. No action or failure to act by the Commission or the Federal Reserve 
Board, in the administration of this title shall be construed to mean that the particular 
authority has in any way passed upon the merits of, or given approval to, any security 
or any transaction or transactions therein, nor shall such action or failure to act with 
regard to any statement or report filed with or examined by such authority pursuant 
to this title or rules and regulations thereunder, be deemed a finding by such authority 
that such statement or report is true and accurate on its face or that it is not 
false or misleading. It shall be unlawful to make, or cause to be made, to any pros- 
pective purchaser or seller of a security any representation that any such action or 
failure to act by any such authority is to be so construed or has such effect. 


JURISDICTION OF OFFENSES AND SUITS 


Sec. 27. The district courts of the United States, the United States District Court 
for the District of Columbia, and the United States courts of any Territory or other 
place subject to the jurisdiction of the United States shall have exclusive jurisdiction 
of violations of this title or the rules and regulations thereunder, and of all suits in 
equity and actions at law brought to enforce any liability or duty created by this 
title or the rules and regulations thereunder. Any criminal proceeding may be 
brought in the district wherein any act or transaction constituting the violation oc- 
curred. Any suit or action to enforce any liability or duty created by this title or 
rules and regulations thereunder, or to enjoin any violation of such title or rules 
and regulations, may be brought in any such district or in the district wherein the 
defendant is found or is an inhabitant or transacts business, and process in such cases 
may be served in any other district of which the defendant is an inhabitant or 
wherever the defendant may be found. Judgments and decrees so rendered shall be 
subject to review as provided in sections 128 and 240 of the Judicial Code, as amended 
(U. S. C., title 28, secs. 225 and 347).11 No costs shall be assessed for or against the 
Commission in any proceeding under this title brought by or against it in the Supreme 
Court or such other courts. 


EFFECT ON EXISTING LAW 


Sec. 28. (a) The rights and remedies provided by. this title shall be in addition 
to any and all other rights and remedies that may exist at law or in equity; but no 
person permitted to maintain a suit for damages under the provisions of this title 


thereupon the Commission shall certify and file in the court a transcript of the record upon 
which the order complained of was entered. Upon the filing of such transcript such court 
ps po 4 exclusive jurisdiction to affirm, modify, and enforce or set aside such order, in whole 
or in p: 

10 Sections 346 and 347 of Title 28 were repealed by the Act of June 25, 1948, ch. 646, § 39, 
62 Stat. 992 and are now covered by 28 U.S. C. 125 1254 (1962). 

11 Sections 225 and 347 of Title 28 were repealed by the Act of June 25, 1948, ch. 646, § 39, 62 
Stat. 992. Former § 225 is now covered by 28 U.S.C. §§ 1291-1294 (1952). See note 10, supra. 
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shall recover, through satisfaction of judgment in one or more actions, a total 
amount in excess of his actual damages on account of the act complained of. Nothing 
in this title shall affect the jurisdiction of the securities commission (or any agency 
or officer performing like functions) of any State over any security or any person 
insofar as it does not conflict with the provisions of this title or the rules and 
regulations thereunder. 


(b) Nothing in this title shall be construed to modify existing law (1) with 
regard to the binding effect on any member of any exchange of any action taken 
by the authorities of such exchange to settle disputes between its members, or (2) 
with regard to the binding effect of such action on any person who has agreed to be 
bound thereby, or (3) with regard to the binding effect on any such member of 
any disciplinary action taken by the authorities of the exchange as a result of 
violation of any rule of the exchange, insofar as the action taken is not inconsistent 
with the provisions of this title or the rules and regulations thereunder. 


VALIDITY OF CONTRACTS 


Sec. 29. (a) Any condition, stipulation, or provision binding any person to waive 
compliance with any provision of this title or of any rule or regulation thereunder, 
or of any rule of an exchange required thereby shall be void. 

(b) Every contract made in violation of any provision of this title or of any 
rule or regulation thereunder, and every contract (including any contract for listing 
a security on an exchange) heretofore or hereafter made the performance of which 
involves the violation of, or the continuance of any relationship or practice in 
violation of, any provision of this title or any rule or regulation thereunder, shall 
be void (1) as regards the rights of any person who, in violation of any such 
provision, rule, or regulation, shall have made or engaged in the performance of any 
such contract, and (2) as regards the rights of any person who, not being a party 
to such contract, shall have acquired any right thereunder with actual knowledge of 
the facts by reason of which the making or performance of such contract was in 
violation of any such provision, rule or regulation: Provided, (A) That no contract 
shall be void by reason of this subsection because of any violation of any rule or 
regulation prescribed pursuant to paragraph (2) or (3) of subsection (c) of section 
15 of this title, and (B) that no contract shall be deemed to be void by reason of 
this subsection in any action maintained in reliance upon this subsection, by any 
person to or for whom any broker or dealer sells, or from or for whom any broker 
or dealer purchases, a security in violation of any rule or regulation prescribed 
pursuant to paragraph (1) of subsection (c) of section 15 of this title, unless such 
action is brought within one year after the discovery that such sale or purchase in- 
volves such violation and within three years after such violation. 


(c) Nothing in this title shall be construed (1) to affect the validity of any 
loan or extension of credit (or any extension or renewal thereof) made or of any 
lien created prior or subsequent to the enactment of this title, unless at the time 
of the making of such loan or extension of credit (or extension or renewal thereof) 
or the creating of such lien, the person making such loan or extension of credit (or 
extension or renewal thereof) or acquiring such lien shall have actual knowledge 
of facts by reason of which the making of such loan or extension of credit (or 
extension or renewal thereof) or the acquisition of such lien is a violation of the 
provisions of this title or any rule or regulation thereunder, or (2) to afford a 
defense to the collection of any debt or obligation or the enforcement of any lien 
by any person who shall have acquired such debt, obligation, or lien in good faith 
for value and without actual knowledge of the violation of any provision of this 
title or wv rule or regulation thereunder affecting the legality of such debt, obliga- 
tion, or lien. 


FOREIGN SECURITIES EXCHANGES 


Sec. 30. (a) It shall be unlawful for any broker or dealer, directly or indirectly, 
to make use of the mails or of any means or instrumentality of interstate commerce 
for the purpose of effecting on an exchange not within or subject to the jurisdiction 
of the United States, any transaction in any security the issuer of which is a 
resident of, or is organized under the laws of, or has its principal place of business 
in, a place within or subject to the jurisdiction of the United States, in contravention 
of such rules and regulations as the Commission may prescribe as necessary or 
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appropriate in the public interest or for the protection of investors or to prevent 
the evasion of this title. 

(b) The provisions of this title or of any rule or regulation thereunder shall 
not apply to any person insofar as he transacts a business in securities without the 
jurisdiction of the United States, unless he transacts such business in contravention 
of such rules and regulations as the Commission may prescribe as necessary or 
appropriate to prevent the evasion of this title. 


REGISTRATION FEES 


Sec. 31. Every national securities exchange shall pay to the Commission on or 
before March 15 of each calendar year a registration fee for the privilege of doing 
business as a national securities exchange during the preceding calendar year or 
any part thereof. Such fee shall be in an amount equal to one five-hundredths of 
1 per centum of the aggregate dollar amount of the sales of securities (other than 
securities which are direct obligations of or obligations guaranteed as to principal 
or interest by the United States or such securities issued or guaranteed by corpora- 
tions in which the United States has a direct or an indirect interest as shall be 
designated for exemption from the provisions of this section by the Secretary of 
the Treasury)}* transacted on such national securities exchange during the preced- 
ing calendar year and subsequent to its registration as a national securities exchange. 


PENALTIES 


Sec. 32. (a) Any person who willfully violates any provision of this title, or 
any rule or regulation thereunder the violation of which is made unlawful or the 
observance of which is required under the terms of this title, or any person who 
willfully and knowingly makes, or causes to be made, any statement in any 
application, report, or document required to be filed under this title or any rule 
or regulation thereunder or any undertaking contained in a registration state- 
ment as provided in subsection (d) of section 15 of this title, which statement 
was false or misleading with respect to any material fact, shall upon conviction 
be fined not more than $10,000, or imprisoned not more than two years, or both, 
except that when such person is an exchange, a fine not ex $500,000 
may be imposed; but no person shall be subject to imprisonment under this 
section for the violation of any rule or regulation if he proves that he had no 
knowledge of such rule or regulation. 

(b) Any issuer which fails to file information, documents, or reports pursuant 
to an undertaking contained in a registration statement as provided in subsection 
(d) of section 15 of this title shall forfeit to the United States the sum of $100 
for each and every day such failure to file shall continue. Such forfeiture, which 
shall be in lieu of any criminal penalty for such failure to file which might be 
deemed to arise under subsection (a) of this section, shall be payable into the 
Treasury of the United States and shall be recoverable in a civil suit in the name 
of the United States.13 

(c) The provisions of this section shall not apply in the case of any violation of 
any rule or regulation prescribed pursuant to paragraph (3) of subsection (c) of 
section 15 of this title, except a violation which consists of making, or causing to be 
made, any statement in any report or document required to be filed under any such rule 
or regulation, which statement was at the time and in the light of the circumstances 
under which it was made false or misleading with respect to any material fact. 


SEPARABILITY OF PROVISIONS 


Sec. 33. If any provision of this act, or the application of such provision to any 
person or circumstances, shall be held invalid, the remainder of the act, and the 


12 an May 17, 1944, ch. 101, 58 Stat. 117 amended section by adding all material within 
parent! 

18 Sec. 32. Any person who willfully violates any provision of this title, or any rule or 
regulation thereunder the —— of which is made unlawful or the observance of which 
is required under the terms of this title, or any person who willfully and knowingly 
or causes to be made, any statement in any application, report, or document required to 
be filed under this title or any rule or regulation thereunder, which statement was false or 
misleading with respect to any material fact, shall upon conviction be fined not more than 
$10,000, or imprisoned not more than two years, or both, except that when such person is an 
exchange, a fine not exceeding $500,000 may be imposed; but no person shall be subject to 
imprisonment under this section for the violation of any rule or regulation if he proves 
that he had no knowledge of such rule or regulation. 
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application of such provision to persons or circumstances other than those as to 
which it is held invalid, shall not be affected thereby. 


EFFECTIVE DATE 


Sec. 34. This act shall become effective on July 1, 1934, except that sections 6 and 
12 (b), (c), (d), and (e) shall become effective on September 1, 1934; and sections 
5, 7, 8, 9 (a) (6), 10, 11, 12 (a), 13, 14, 15, 16, 17, 18, 19, and 30 shall become 
effective on October 1, 1934. 


TRUST INDENTURE ACT OF 1939 
AND AMENDMENTS 


AN ACT 


To provide for the regulation of the sale of certain securities in interstate and foreign 
commerce and through the mails, and the regulation of the trust indentures under 
which the same are issued, and for other purposes. 


Be it enacted by the Senate and House of Representatives of the United States of 
America in Congress assembled, That the Act entitled “An Act to provide full and 
fair disclosure of the character of securities sold in interstate and foreign commerce 
and through the mails, and to prevent frauds in the sale thereof, and for other pur- 
poses”, approved May 27, 1933, as amended, is amended by adding at the end thereof 
the following : 


SHORT TITLE 


Sec. 301. This title, divided into sections as follows, may be cited as the “Trust 
Indenture Act of 1939” : 


Sec. 


Sec. 


S82 


305. 
307. 


S88 


TABLE OF CONTENTS 
TITLE II 


. Short title. . 
. Necessity for regulation. 
. Definitions. 


Exempted securities and transactions. 

Securities required to be registered under Securities Act. 

Securities not registered under Securities Act. 

Qualification of indentures covering securities not required to be registered. 


. Integration of procedure with Securities Act and other Acts. 


310. 


hen qualification becomes effective; effect of qualification. 
Eligibility and disqualification of trustee. 


(a) Persons eligible for appointment as trustee. 
(b) Disqualification of trustee. 
(c) Applicability of section. 


. 311. 


312. 


313. 


314. 


Preferential collection of claims against obligor. 

Bondholders’ lists. 

Reports by indenture trustee. 

Reports by obligor ; evidence of compliance with indenture provisions. 


(a) Periodic reports. 

(b) Evidence of recording of indenture. 

(c) Evidence of compliance with conditions precedent. 
(d) Certificates of fair value. 

(e) Recitals as to basis of certificate or opinion. 

(£) Parties may provide for additional evidence. 


315. 


Duties and responsibility of the trustee. 


(a) Duties prior to default. 

(b) Notice of defaults. 

(c) Duties of the trustee in case of default. 
(d) Responsibility of the trustee. 

(e) Undertaking for costs. 


316. 


Directions and waivers by bondholders; prohibition of impairment of holder’s 
right to payment. 
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. 318. Effect of prescribed indenture provisions. 
. 319. Rules, regulations, and orders. 

. 320. Hearings by Commission. 

. 321. Special powers of the Commission. 

. 322. Court review of orders; jurisdiction of offenses and suits. 
. 323. Liability for misleading statements. 

. 324. Unlawful representations. 

. 325. Penalties. 

. 326. Effect on existing law. 

. 327. Contrary stipulations void. 

. 328. Separability of provisions. 


. Special powers of trustee; duties of paying agents. 


NECESSITY FOR REGULATION 


Sec. 302. (a) Upon the basis of facts disclosed by the reports of the Securities 
and Exchange Commission made to the Congress pursuant to section 211 of the 
Securities Exchange Act of 1934 and otherwise disclosed and ascertained, it is hereby 
declared that the national public interest and the interest of investors in notes, bonds, 
debentures, evidences of indebtedness, and certificates of interest or participation 
therein, which are offered to the public, are adversely affected— 





(1) when the obligor fails to provide a trustee to protect and enforce the 
rights and to represent the interests of such investors, notwithstanding the fact 
that (A) individual action by such investors for the purpose of protecting 
and enforcing their rights is rendered impracticable by reason of the dispro- 
portionate expense of taking such action, and (B) concerted action by such 
investors in their common interest through representatives of their own selection 
is impeded by reason of the wide dispersion of such investors through many 
States, and by reason of the fact that information as to the names and addresses 
of such investors generally is not available to such investors; 

(2) when the trustee does not have adequate rights and powers, or adequate 
duties and responsibilities, in connection with matters relating to the protection 
and enforcement of the rights of such investors; when, notwithstanding the 
obstacles to concerted action by such investors, and the general and reasonable 
assumption by such investors that the trustee is under an affirmative duty 
to take action for the protection and enforcement of their rights, trust indentures 
(A) generally provide that the trustee shall be under no duty to take any such 
action, even in the event of default, unless it receives notice of default, demand 
for action, and indemnity, from the holders of substantial percentages of the 
securities outstanding thereunder, and (B) generally relieve the trustee from 
liability even for its own negligent action or failure to act; 

(3) when the trustee does not have resources commensurate with its re- 
sponsibilities, or has any relationship to or connection with the obligor or any 
underwriter of any securities of the obligor, or holds, beneficially or otherwise, 
any interest in the obligor or any such underwriter, which relationship, con- 
nection, or interest involves a material conflict with the interests of such in- 
vestors ; 

(4) when the obligor is not obligated to furnish to the trustee under the 
indenture and to such investors adequate current information as to its financial 
condition, and as to the performance of its obligations with respect to the 
securities outstanding under such indenture or when the communication of 
such information to such investors is impeded by the fact that information as 
to the names and addresses of such investors generally is not available to the 
trustee and to such investors ; 

(5) when the indenture contains provisions which are misleading or de- 
ceptive, or when full and fair disclosure is not made to prospective investors 
of the effect of important indenture provisions ; or 

(6) when, by reason of the fact that trust indentures are commonly pre- 
pared by the obligor or underwriter in advance of the public offering of the 
securities to be issued thereunder, such investors are unable to participate in the 
preparation thereof, and, by reason of their lack of understanding of the situa- 
tion, such investors would in any event be unable to procure the correction of 
the defects enumerated in this subsection. 
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(b) Practices of the character above enumerated have existed to such an extent 
that, unless regulated, the public offering of notes, bonds, debentures, evidences of 
indebtedness, and certificates of interest or participation therein, by the use of means 
and instruments of transportation and communication in interstate commerce and 
of the mails, is injurious to the capital markets, to investors, and to the general 
public; and it is hereby declared to be the policy of this title, in accordance with 
which policy all the provisions of this title shall be interpreted, to meet the problems 
and eliminate the practices, enumerated in this section, connected with such public 
offerings. 


DEFINITIONS 


Sec. 303. When used in this title, unless the context otherwise requires— 

(1) Any term defined in section 2 of the Securities Act of 1933, and not other- 
wise defined in this section, shall have the meaning assigned to such term in such 
section 2. 

(2) The term “sale”, “sell”, “offer to sell”, “offer for sale”, and “offer” shall include 
all transactions included in such term as provided in paragraph (3) of section 2 
of the Securities Act of 1933, except that an offer or a sale of a certificate of 
interest or participation shall be deemed an offer or sale of the security or securities 
in which such certificate evidences an interest or participation if and only if such 
certificate gives the holder thereof the right to convert the same into such security 
or securities. 

(3) The term “prospectus” shall have the meaning assigned to such term in 
paragraph (10) of section 2 of the Securities Act of 1933, except that in the case 
of securities which are not registered under the Securities Act of 1933, such term 
shall not include any communication (A) if it is proved that prior to or at the same 
time with such communication a written statement if any required by section 306 
of this chapter was sent or given to the persons to whom the communication was 
made, or (B) if such communication states from whom such statement may be 
obtained. (If such statement is required by rules and regulations under paragraphs 
(1) or (2) of subsection (b) or section 306 of this title) and in addition, does no 
more than identify the security, state the price thereof, state by whom orders will 
be executed and contain such other information as the Commission by rules or 
regulations deemed necessary or appropriate in the public interest or for the pro- 
tection of investors, and subject to such terms and conditions as may be prescribed 
therein may permit.1 

(4) The term “underwriter” means any person who has purchased from an issuer 
with a view to, or offers or sells for an issuer in connection with, the distribution 
of any security, or participates or has a direct or indirect participation in any such 
undertaking, or participates or has a participation in the direct or indirect under- 
writing of any such undertaking; but such term shall not include a person whose 
interest is limited to a commission from an underwriter or dealer not in excess of 
the usual and customary distributors’ or sellers’ commission. 

(5) The term “director” means any director of a corporation, or any individual 
performing similar functions with respect to any organization whether incorporated 
or unincorporated. 

(6) The term “executive officer” means the president, every vice president, every 
trust officer, the cashier, the secretary, and the treasurer of a corporation, and any 
individual customarily performing similar functions with respect to any organization 
whether incorporated or unincorporated, but shall not include the chairman of 
the board of directors. 

(7) The term “indenture” means any mortgage, deed of trust, trust or other in- 
denture, or similar instrument or agreement (including any supplement or amendment 
to any of the foregoing), under which securities are outstanding or are to be issued, 
whether or not any property, real or personal, is, or is to be, pledged, mortgaged, 
assigned, or conveyed thereunder. 

(8) The term “application” or “application for qualification” means the applica- 
tion provided for in section 307, and includes any amendment thereto and any re- 
port, document, or memorandum accompanying such application or incorporated 
therein by reference. 

(9) The term “indenture to be qualified” means (A) the indenture under which 





1 Paragraphs (1), (2), (3), and (4) were amended by Act of August 10, 1954, ch. 667, Title 
III, § 301, 68 Stat. 687. 
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there has been or is to be issued a security in respect of which a particular registra- 
tion statement has been filed, or (B) the indenture in respect of which a particular 
application has been filed. 

(10) The term “indenture trustee” means each trustee under the indenture to be 
qualified, and each successor trustee. 

(11) The term “indenture security” means any security issued or issuable under 
the indenture to be qualified. 

(12) The term “obligor”, when used with respect to any such indenture security, 
means every person who is liable thereon, and, if such security is a certificate of 
interest or participation, such term means also every person who is liable upon 
the security or securities in which such certificate evidences an interest or participa- 
tion; but such term shall not include the trustee under an indenture under which 
certificates of interest or participation, equipment trust certificates, or like securities 
are outstanding. 

(13) The term “paying agent”, when used with respect to any such indenture 
security, means any person authorized by an obligor thereon (A) to pay the principal 
of or interest on such security on behalf of such obligor, or (B) if such security 
is a certificate of interest or participation, equipment trust certificate, or like security, 
to make such payment on behalf of the trustee. 

(14) The term “State” means any State of the United States. 

(15) The term “Commission” means the Securities and Exchange Commission. 

(16) The term “voting security” means any security presently entitling the 
owner or holder thereof to vote in the direction or management of the affairs of 
a person, or any security issued under or pursuant to any trust, agreement, or 
arrangement whereby a trustee or trustees or agent or agents for the owner or 
holder of such security are presently entitled to vote in the direction or manage- 
ment of the affairs of a person; and a specified percentage of the voting securities 
of a person means such amount of the outstanding voting securities of such person 
as entitles the holder or holders thereof to cast such specified percentage of the 
aggregate votes which the holders of all the outstanding voting securities of such 
person are entitled to cast in the direction or management of the affairs of such 
person. 

(17) The term “Securities Act of 1933”, “Securities Exchange Act of 1934”, and 
“Public Utility Holding Company Act of 1935” shall be deemed to refer, respectively, 
| Acts, as amended, whether amended prior to or after the enactment of this 
title. 

(18) The term “Bankruptcy Act” means the Act entitled “An Act to establish a 
uniform system of bankruptcy throughout the United States”, approved July 1, 
1898, as amended, whether amended prior to or after the enactment of this title. 


EXEMPTED SECURITIES AND TRANSACTIONS 


Sec. 304, (a) The provisions of this title shall not apply to any of the following 
securities : 


(1) any security other than (A) a note, bond, debenture, or evidence of 
indebtedness, whether or not secured, or (B) a certificate of interest or partici- 
pation in any such note, bond, debenture, or evidence of indebtedness, or (C) 
a temporary certificate for, or guarantee of, any such note, bond, debenture, 
evidence of indebtedness, or certificate ; 

(2) any certificate of interest or participation in two or more securities 
having substantially different rights and privileges, or a temporary certificate 
for any such certificate ; 

(3) any security which, prior to or within six months after the enactment 
of this title, has been sold or disposed of by the issuer or bona fide offered 
to the public, but this exemption shall not apply to any new offering of any 
such security by an issuer subsequent to such six months; 

(4) any security exempted from the provisions of the Securities Act of 1933, 
as heretofore amended, by paragraph (2), (3), (4), (5), (6), (7), (8), or (11) 
of subsection 3 (a) thereof; 

(5) any security issued under a mortgage indenture as to which a contract 
of insurance under the National Housing Act is in effect; and any such security 
shall be deemed to be exempt from the provisions of the Securities Act of 1933 
to the same extent as though such security were specifically enumerated in 
section 3 (a) (2) of such Act; 
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(6) any note, bond, debenture, or evidence of indebtedness issued or guaran- 
teed by a foreign government or by a subdivision, department, municipality, 
agency, or instrumentality thereof ; 

(7) any guarantee of any security which is exempted by this subsection; 

(8) any security which has been or is to be issued otherwise than under 
an indenture, but this exemption shall not be applied within a period of twelve 
consecutive months to more than $250,000 aggregate principal amount of any 
securities of the same issuer ; or 

(9) any security which has been or is to be issued under an indenture 
which limits the aggregate principal amount of securities at any time outstanding 
thereunder to $1,000,000 or less, but this exemption shall not be applied within 
a period of thirty-six consecutive months to more than $1,000,000 aggregate 
principal amount of securities of the same issuer. 


In computing the aggregate principal amount of securities to which the exemptions 
provided by paragraphs (8) and (9) may be applied, securities to which the pro- 
visions of sections 305 and 306 would not have applied, irrespective of the provisions 
of those paragraphs, shall be disregarded. 

(b) The provisions of sections 305 and 306 shall not apply (1) to any of the 
transactions exempted from the provisions of section 5 of the Securities Act of 
1933 by section 4 thereof, or (2) to any transaction which would be so exempted 
but for the last sentence of paragraph (11) of section 2 of such Act. 

(c) The Commission shall, on application by the issuer and after opportunity 
for hearing thereon, by order exempt from any one or more provisions of this title 
any security issued or proposed to be issued under any indenture under which, 
at the time such application is filed, securities referred to in paragraph (3) of sub- 
section (a) of this section are outstanding, if and to the extent that the Commission 
finds that compliance with such provision or provisions, through the execution of 
a supplemental indenture or otherwise— 


(1) would require, by reason of the provisions of such indenture, or the 
provisions of any other indenture or agreement made prior to the enactment 
of this title, or the provisions of any applicable law, the consent of the holders 
of securities outstanding under any such indenture or agreement; or 

(2) would impose an undue burden on the issuer, having due regard to the 
public interest and the interests of investors. 


(d) The Commission may, on application by the issuer and after opportunity for 
hearing thereon, by order exempt from any one or more of the provisions of this 
title any security issued or proposed to be issued by a person organized and existing 
under the laws of a foreign government or a political subdivision thereof, if and 
to the extent that the Commission finds that compliance with such provision or 
provisions is not necessary in the public interest and for the protection of investors. 

(e) The Commission may from time to time by its rules and regulations, and 
subject to such terms and conditions as may be prescribed herein, add to the securities 
exempted as provided in this section any class of securities issued by a small busi- 
ness investment company under the Small Business Investment Act of 1958 if it 
finds, having regard to the purposes of that Act, that the enforcement of this sub- 
chapter with respect to such securities is not necessary in the public interest and 
for the protection of investors.” 


SECURITIES REQUIRED TO BE REGISTERED UNDER SECURITIES ACT 


Sec. 305. (a) Subject to the provisions of section 304, a registration statement 
relating to a security shall include the following information and documents, as 
though such inclusion were required by the provisions of section 7 of the Securities 
Act of 1933— 


(1) such information and documents as the Commission may by rules and 
regulations prescribe in order to enable the Commission to determine whether 
any person designated to act as trustee under the indenture under which such 
security has been or is to be issued is eligible to act as such under subsection 
(a) of section 310 or has a conflicting interest as defined in subsection (b) of 
section 310; and 


_ (e) was added by P.L. 85-699, Title III, approved Aug. 21, 1958, 72 Stat. 694. 
(1958). 
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(2) an analysis of any provisions of such indenture with respect to (A) 
the definition of what shall constitute a default under such indenture, and the 
withholding of notice to the indenture security holders of any such default, 
(B) the authentication and delivery of the indenture securities and the appli- 
cation of the proceeds thereof, (C) the release or the release and substitution 
of any property subject to the lien of the indenture, (D) the satisfaction and 
discharge of the indenture, and (E) the evidence required to be furnished by 
the obligor upon the indenture securities to the trustee as to compliance with 
the conditions and covenants provided for in such indenture. 


The information and documents required by paragraph (1) of this subsection with 
respect to the person designated to act as indenture trustee shall be contained in a 
separate part of such registration statement, which part shall be signed by such per- 
son. Such part of the registration statement shall be deemed to be a document filed 
pursuant to this title, and the provisions of sections 11, 12, 17, and 24 of the Securi- 
ties Act of 1933 shall not apply to statements therein or omissions therefrom. 


(b) The Commission shall issue an order prior to the effective date of registra- 


tion refusing to permit such a registration statement to become effective, if it finds 
that— 


(1) the security to which such registration statement relates has not been 
or is not to be issued under an indenture; 


(2) such indenture does not conform to the requirements of sections 310 
to 318, inclusive; or 


(3) any person designated as trustee under such indenture is not eligible 
to act as such under subsection (a) of section 310 or has any conflicting interest 
as defined in subsection (b) of section 310; 


but no such order shall be issued except after notice and opportunity for hearing with- 
in the periods and in the manner required with respect to refusal orders pursuant 
to section 8 (b) of the Securities Act of 1933. If and when the Commission deems 
that the objections on which such order was based have been met, the Commission 
shall enter an order rescinding such refusal order, and the registration shall bcome 
effective at the time provided in section 8 (a) of the Securities Act of 1933, or upon 
the date of such rescission, whichever shall be the later. 

(c) A prospectus relating to any such security shall include, to the extent the 
Commission may prescribe by rules and regulations as necessary and appropriate 
in the public interest or for the protection of investors,3 as though such inclusion 
were required by section 10 of the Securities Act of 1933, a written statement con- 
taining the analysis, set forth in the registration statement, of any indenture pro- 
visions with respect to the matters specified in paragraph (2) of subsection (a) 
of this section, together with a supplementary analysis, prepared by the Commission, 
of such provisions and of the effect thereof, if, in the opinion of the Commission, 
the inclusion of such supplementary analysis is necessary or appropriate in the 
public interest or for the protection of investors, and the Commission so declares 
by order after notice and, if demanded by the issuer, opportunity for hearing thereon. 
Such order shall be entered prior to the effective date of registration, except that 
if opportunity for hearing thereon is demanded by the issuer such order shall be 
entered within a reasonable time after such opportunity for hearing. 

(d) The provisions of sections 11, 12, 17, and 24 of the Securities Act of 1933, 
and the provisions of sections 323 and 325 of this title, shall not apply to statements 


in or omissions from any analysis required under the provisions of this section or 
section 306 or 307. 


SECURITIES NOT REGISTERED UNDER SECURITIES ACT 


Sec. 306. (a) In the case of any security which is not registered under the 
Securities Act of 1933 and to which this subsection is applicable notwithstanding the 
provisions of section 304, unless such security has been or is to be issued under an 
indenture and an application for qualification is effective as to such indenture, it 
shall be unlawful for any person, directly or indirectly— 


8 Subsection (c) amended by Act of Aug. 10, 1954, ch. 667, Title III, § 303, 68 Stat. 687, 
to authorize the Commission to prescribe by rule and regulation the extent to which summaries 
of indenture provisions must be contained in prospectuses. 
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(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to sell such security through 
the use or medium of any prospectus or otherwise; or 

(2) to carry or cause to be carried through the mails or in interstate com- 
merce, by any means or instruments of transportation, any such security for 
the purpose of sale or for delivery after sale. 


(b) In the case of any security which is not registered under the Securities Act 
of 1933, but which has been or is to be issued under an indenture as to which an 
application for qualification is effective, it shall be unlawful for any person, directly 
or indirectly— 


(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to carry or transmit any 
prospectus relating to any such security, unless such prospectus* to the extent 
the Commission may prescribe by rules and regulations as necessary and ap- 
propriate in the public interest or for the protection of Investors, includes or 
is accompanied by a written statement that contains the information specified in 
subsection (c) of section 305; or 

(2) to carry or to cause to be carried through the mails or in interstate 
commerce any such security for the purpose of sale or for delivery after sale, 
unless—accompanied or preceded by a written statement that meets the requir- 
ments of subsection (c) of section 305. 


(c) It shall be unlawful for any person, directly or indirectly, to make use of 
any means or instruments of transportation or communication in interstate com- 
merce or of the mails to offer to sell through the use or medium of any prospectus 
or otherwise any security which is not registered under the Securities Act of 1933 
and to which this subsection is applicable notwithstanding the provisions of section 
304 of this chapter, unless such security has been or is to be issued under an in- 
denture and an application for qualification has been or is to be issued under an in- 
denture and an application for qualification has been filed as to such indenture, or 
while the application is the subject of a refusal order or stop order or (prior to 
mere tg any public proceeding or examination under section 307 (c) of this 
chapter. 


QUALIFICATION OF INDENTURES COVERING SECURITIES NOT REQUIRED TO 
BE REGISTERED 


Sec. 307. (a) In the case of any security which is not required to be registered 
under the Securities Act of 1933 and to which subsection (a) of section 306 is 
applicable notwithstanding the provisions of section 304, an application for qualifica- 
tion of the indenture under which such security has been or is to be issued shall be 
filed with the Commission by the issuer of such security. Each such application 
shall be in such form, and shall be signed in such manner, as the Commission may 
by rules and regulations prescribe as necessary or appropriate in the public interest 
or for the protection of investors. Each such application shall include the informa- 
tion and documents required by subsection (a) of section 305. The information and 
documents required by paragraph (1) of such subsection with respect to the person 
designated to act as indenture trustee shall be contained in a separate part of such 
application, which part shall be signed by such person. Each such application shall 
also include such of the other information and documents which would be required 
to be filed in order to register such indenture security under the Securities Act 
of 1933 as the Commission may by rules and regulations prescribe as necessary or 
appropriate in the public interest or for the protection of investors. An application 
may be withdrawn by the applicant at any time prior to the effective date thereof. 
Subject to the provisions of section 321, the information and documents contained 
in or filed with any application shall be made available to the public under such 
regulations as the Commission may prescribe, and copies thereof, photostatic or 
otherwise, shall be furnished to every applicant therefor at such reasonable charge 
as the Commission may prescribe. 


4 Act of Aug. 10, 1954, ch. 667, Title III, § 304, 68 Stat. 687 amended subsection (b) 
to authorize the Commission to prescribe the extent to which summaries of indenture provisions 
must be used in the sale of specified types of securities. 


5 Act of Aug. 10, 1954, ch. 667, Title III, § 304, 68 Stat. 686 added subsection (c). 
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(b) The filing with the Commission of an application, or of an amendment to 
an application, shall be deemed to have taken place upon the receipt thereof by 
the Commission, but, in the case of an application, only if it is accompanied or 
preceded by payment to the Commission of a filing fee in the amount of $100, such 
payment to be made in cash or by United States postal money order or certified 
or bank check, or in such other medium of payment as the Commission may au- 
thorize by rule and regulation. 

(c) The provisions of section 8 of the Securities Act of 1933 and the provisions 
of subsection (b) of section 305 of this title shall apply with respect to every such 


application, as though such application were a registration statement filed pursuant 
to the provisions of such Act. 


INTEGRATION OF PROCEDURE WITH SECURITIES ACT AND OTHER ACTS 


Sec. 308. (a) The Commission, by such rules and regulations or orders as it 
deems necessary or appropriate in the public interest or for the protection of 
investors, shall authorize the filing of any information or documents required to be 
filed with the Commission under this title, or under the Securities Act of 1933, the 
Securities Exchange Act of 1934, or the Public Utility Holding Company Act 
of 1935, by incorporating by reference any information or documents on file with 
the Commission under this title or under any such Act. 

(b) The Commission, by such rules and regulations or orders as it deems neces- 
sary or appropriate in the public interest or for the protection of investors, shall 
provide for the consolidation of applications, reports, and proceedings under this 
title with registration statements, applications, reports, and proceedings under the 
Securities Act of 1933, the Securities Exchange Act of 1934, or the Public Utility 
Holding Company Act of 1935. 


WHEN QUALIFICATION BECOMES EFFECTIVE; EFFECT OF QUALIFICATION 


Sec. 309. (a) The indenture under which a security has been or is to be issued 
shall be deemed to have been qualified under this title— 


(1) when registration becomes effective as to such security; or 
(2) when an application for the qualification of such indenture becomes 


effective, pursuant to section 307. 


(b) After qualification has become effective as to the indenture under which a 
security has been or is to be issued, no stop order shall be issued pursuant to section 
8 (d) of the Securities Act of 1933, suspending the effectiveness of the registration 
statement relating to such security or of the application for qualification of such 
indenture, except on one or more of the grounds specified in section 8 of such Act. 

(c) The making, amendment, or rescission of a rule, regulation, or order under 
the provisions of this title (except to the extent authorized by subsection (a) of 
section 314 with respect to rules and regulations prescribed pursuant to such sub- 
section) shall not affect the qualification, form, or interpretation of any indenture as 
to which qualification became effective prior to the making, amendment, or rescission 
of such rule, regulation, or order. 

(d) No trustee under an indenture which has been qualified under this title 
shall be subject to any liability because of any failure of such indenture to comply 
with any of the provisions of this title, or any rule, regulation, or order thereunder. 

(e) Nothing in this title shall be construed as empowering the Commission to 
conduct an investigation or other proceeding for the purpose of determining whether 
the provisions of an indenture which has been qualified under this title are being 
complied with, or to enforce such provisions. 


ELIGIBILITY AND DISQUALIFICATION OF TRUSTEE 
Persons Eligible for Appointment as Trustee 


Sec. 310. (a) (1) The indenture to be qualified shall require that there shall at 
all times be one or more trustees thereunder, at least one of whom shall at all times 
be a corporation organized and doing business under the laws of the United States 
or of any State or Territory or of the District of Columbia (referred to in this title 
as the institutional trustee), which (A) is authorized under such laws to exercise 
corporate trust powers, and (B) is subject to supervision or examination by Federal, 
State, Territorial, or District of Columbia authority. 
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(2) The indenture to be qualified shall require that such institutional trustee 
shall have at all times a combined capital and surplus of a specified minimum amount, 
which shall not be less than $150,000. If such institutional trustee publishes reports 
of conditions at least annually, pursuant to law or -to the requirements of said 
supervising or examining authority, the indenture may provide that, for the purposes 
of this paragraph, the combined capital and surplus of such trustee shall be deemed 
to be its combined capital and surplus as set forth in its most recent report of 
condition so published. 

(3) If the indenture to be qualified requires or permits the appointment of one 
or more co-trustees in addition to such institutional trustee, such indenture shall 
provide that the rights, powers, duties, and obligations conferred or imposed upon 
the trustees or any of them shall be conferred or imposed upon and exercised or 
performed by such institutional trustee, or such institutional trustee and such co- 
trustees jointly, except to the extent that under any law of any jurisdiction in 
which any particular act or acts are to be performed, such institutional trustee shall 
be incompetent or unqualified to perform such act or acts, in which event such rights, 
powers, duties, and obligations shall be exercised and performed by such co-trustees. 

(4) In the case of certificates of interest or participation, the indenture to be 
qualified shall require that the indenture trustee or trustees have the legal power to 
exercise all of the rights, powers, and privileges of a holder of the security or 
securities in which such certificates evidence an interest or participation. 


Disqualification of Trustee 


(b) The indenture to be qualified shall provide that if any indenture trustee 
has or shall acquire any conflicting interest as hereinafter defined, (i) such trustee 
shall, within ninety days after ascertaining that it has such conflicting interest, 
either eliminate such conflicting interest or resign, such resignation to become ef- 
fective upon the appointment of a successor trustee and such successor’s acceptance 
of such appointment, and the obligor upon the indenture securities shall take prompt 
steps to have a successor appointed in the manner provided in the indenture; and 
(ii) in the event that such trustee shall fail to comply with the provisions of clause 
(i) of this subsection, such trustee shall, within ten days after the expiration of 
such ninety-day period, transmit notice of such failure to the indenture security 
holders in the manner and to the extent provided in subsection (c) of section 313; 
and (iii) subject to the provisions of subsection (e) of section 315, any security 
holder who has been a bona fide holder of indenture securities for at least six 
months may, on behalf of himself and all others similarly situated, petition any 
court of competent jurisdiction for the removal of such trustee, and the appointment 
of a successor, if such trustee fails, after written request therefor by such holder, 
to comply with the provisions of clause (i) of this subsection. For the purposes of 
- subsection, an indenture trustee shall be deemed to have a conflicting interest 
1 — 

(1) such trustee is trustee under another indenture under which any other 
securities, or certificates of interest or participation in any other securities, of 
an obligor upon the indenture securities are outstanding unless (A) the in- 
denture securities are collateral trust notes under which the only collateral con- 
sists of securities issued under such other indenture, or (B) such other in- 
denture is a collateral trust indenture under which the only collateral consists 
of indenture securities, or (C) such obligor has no substantial unmortgaged 
assets and is engaged primarily in the business of owning, or of owning and 
developing and/or operating, real estate, and the indenture to be qualified 
and such other indenture are secured by wholly separate and distinct parcels 
of real estate: Provided, That the indenture to be qualified may contain a 
provision excluding from the operation of this paragraph another indenture or 
indentures under which other securities, or certificates of interest or participa- 
tion in other securities, of such an obligor are outstanding, if (i) the indenture 
to be qualified and such other indenture or indentures are wholly unsecured, 
and such other indenture or indentures are specifically described in the indenture 
to be qualified or are thereafter qualified under this title, unless the Commission 
shall have found and declared by order pursuant to subsection (b) of section 
305 or subsection (c) of section 307 that differences exist between the pro- 
visions of the indenture to be qualified and the provisions of such other in- 
denture or indentures which are so likely to involve a material conflict of in- 
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terest as to make it necessary in the public interest or for the protection of 
investors to disqualify such trustee from acting as such under one of such 
indentures, or (ii) the issuer shall have sustained the burden of proving, on 
application to the Commission and after opportunity for hearing thereon, that 
trusteeship under the indenture to be qualified and such other indenture is 
not so likely to involve a material conflict of interest as to make it necessary 
in the public interest or for the protection of investors to disqualify such trustee 
from acting as such under one of such indentures ; 

(2) such trustee or any of its directors or executive officers is an obligor 
upon the indenture securities or an underwriter for such an obligor; 

(3) such trustee directly or indirectly controls or is directly or indirectly 
controlled by or is under direct or indirect common control with an obligor 
upon the indenture securities or an underwriter for such an obligor; 

(4) such trustee or any of its directors or executive officers is a director, 
officer, partner, employee, appointee, or representative of an obligor upon the 
indenture securities, or of an underwriter (other than the trustee itself) for 
such an obligor who is currently engaged in the business of underwriting, except 
that (A) one individual may be a director and/or an executive officer of the 
trustee and a director and/or an executive officer of such obligor, but may not 
be at the same time an executive officer of both the trustee and of such obligor, 
and (B) if and so long as the number of directors of the trustee in office is 
more than nine, one additional individual may be a director and/or an executive 
officer of the trustee and a director of such obligor, and (C) such trustee may be 
designated by any such obligor or by any underwriter for any such obligor, 
to act in the capacity of transfer agent, registrar, custodian, paying agent, fiscal 
agent, escrow agent, or depositary, or in any other similar capacity, or, subject 
to the provisions of paragraph (1) of this subsection, to act as trustee, whether 
under an indenture or otherwise ; 

(5) 10 per centum or more of the voting securities of such trustee is 
beneficially owned either by an obligor upon the indenture securities or by 
any director, partner, or executive officer thereof, or 20 per centum or more 
of such voting securities is beneficially owned, collectively, by any two or more 
of such persons; or 10 per centum or more of the voting securities of such 
trustee is beneficially owned either by an underwriter for any such obligor or by 
any director, partner, or executive officer therof, or is beneficially owned, col- 
lectively, by any two or more such persons; 

(6) such trustee is the beneficial owner of, or holds as collateral security 
for an obligation which is in default as hereinafter defined, (A) 5 per centum 
or more of the voting securities, or 10 per centum or more of any other class of 
security, of an obligor upon the indenture securities, not including indenture 
securities and securities issued under any other indenture under which such 
trustee is also trustee, or (B) 10 per centum or more of any class of security 
of an underwriter for any such obligor ; 

(7) such trustee is the beneficial owner of, or holds as collateral security 
for an obligation which is in default as hereinafter defined, 5 per centum or 
more of the voting securities of any person who, to the knowledge of the 
trustee, owns 10 per centum or more of the voting securities of, or controls 
directly or indirectly or is under direct or indirect common control with, an 
obligor upon the indenture securities ; 

(8) such trustee is the beneficial owner of, or holds as collateral security 
for an obligation which is in default as hereinafter defined, 10 per centum or 
more of any class of security of any person who, to the knowledge of the 
trustee, owns 50 per centum or more of the voting securities of an obligor upon 
the indenture securities ; or 

(9) such trustee owns, on May 15 in any calendar year, in the capacity of 
executor, administrator, testamentary or inter vivos trustee, guardian, com- 
mittee or conservator, or in any other similar capacity, an aggregate of 25 
per centum or more of the voting securities, or of any class of security, of any 
person, the beneficial ownership of a specified percentage of which would have 
constituted a conflicting interest under paragraph (6), (7), or (8) of this 
subsection. The indenture to be qualified may provide, as to any such securities 
of which the indenture trustee acquired ownership through becoming executor, 
administrator, or testamentary trustee of an estate which included them, that 
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the provisions of the preceding sentence shall not apply, for a period of not 
more than two years from the date of such acquisition, to the extent that such 
securities included in such estate do not exceed 25 per centum of such voting 
securities or 25 per centum of any such class of security. The indenture to be 
qualified shall provide that promptly after May 15 in each calendar year, the 
trustee shall make a check of its holdings of such securities in any of the 
above-mentioned capacities as of such May 15. Such indenture shall also pro- 
vide that if the obligor upon the indenture securities fails to make payment in 
full of principal or interest under such indenture when and as the same becomes 
due and payable, and such failure continues for thirty days thereafter, the trustee 
shall make a prompt check of its holdings of such securities in any of the 
above-mentioned capacities as of the date of the expiration of such thirty-day 
period, and after such date, notwithstanding the foregoing provisions of this 
paragraph, all such securities so held by the trustee, with sole or joint control 
over such securities vested in it, shall be considered as though beneficially 
owned by such trustee, for the purposes of paragraphs (6), (7), and (8) of 
this subsection. 


The indenture to be qualified shall provide that the specification of percentages 
in paragraphs (5) to (9), inclusive, of this subsection shall not be construed as 
indicating that the ownership of such percentages of the securities of a person 
is or is not necessary or sufficient to constitute direct or indirect control for the 
purposes of paragraph (3) or (7) of this subsection. 

For the purposes of paragraphs (6), (7), (8), and (9) of this subsection, (A) 
the terms ‘security’ and ‘securities’ shall include only such securities as are generally 
known as corporate securities, but shall not include any note or other evidence of 
indebtedness issued to evidence an obligation to repay moneys lent to a person by 
one or more banks, trust companies, or banking firms, or any certificate of interest 
or participation in any such note or evidence of indebtedness; (B) an obligation 
shall be deemed to be in default when a default in payment of principal shall have 
continued for thirty days or more, and shall not have been cured; and (C) the 
indenture trustee shall not be deemed the owner or holder of (i) any security which 
it holds as collateral security (as trustee or otherwise) for an obligation which is 
not in default as above defined, or (ii) any security which it holds as collateral 


security under the indenture to be qualified, irrespective of any default thereunder, 
or (iii) any security which it holds as agent for collection, or as custodian, escrow 
agent, or depositary, or in any similar representative capacity. 

For the purposes of this subsection, the term “underwriter” when used with 
reference to an obligor upon the indenture securities means every person who, 
within three years prior to the time as of which the determination is made, was 
an underwriter of any security of such obligor outstanding at such time. 


Applicability of Section 


(c) The Public Utility Holding Company Act of 1935 shall not be held to 
establish or authorize the establishment of any standards regarding the eligibility 
and qualifications of any trustee or prospective trustee under an indenture to be 
qualified under this title, or regarding the provisions to be included in any such 
indenture with respect to the eligibility and qualifications of the trustee thereunder, 
other than those established by the provisions of this section. 


PREFERENTIAL COLLECTION OF CLAIMS AGAINST OBLIGOR 


Sec. 311. (a) Subject to the provisions of subsection (b) of this section, the 
indenture to be qualified shall provide that if the indenture trustee shall be, or shall 
become, a creditor, directly or indirectly, secured or unsecured, of an obligor upon 
the indenture securities, within four months prior to a default as defined in the last 
paragraph of this subsection, or subsequent to such a default, then, unless and until 
such default shall be cured, such trustee shall set apart and hold in a special account 
for the benefit of the trustee individually and the indenture security holders— 


(1) an amount equal to any and all reductions in the amount due and 
owing upon any claim as such creditor in respect of principal or interest, 
effected after the beginning of such four months’ period and valid as against 
such obligor and its other creditors, except any such reduction resulting from 
the receipt or disposition of any property described in paragraph (2) of this 
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subsection, or from the exercise of any right of set-off which the trustee could 
have exercised if a petition in bankruptcy had been filed by or against such 
obligor upon the date of such default ; and 

(2) all property received in respect of any claim as such creditor, either 
as security therefor, or in satisfaction or composition thereof, or otherwise, 
after the beginning of such four months’ period, or an amount equal to the 
proceeds of any such property, if disposed of, subject, however, to the rights, 
if any, of such obligor and its other creditors in such property or such proceeds. 

Nothing herein contained shall affect the right of the indenture trustee— 

A) to retain for its own account (i) payments made on account of any 
such claim by any person (other than such obligor) who is liable thereon, and 
(ii) the proceeds of the bona fide sale of any such claim by the trustee to a 
third person, and (iii) distributions made in cash, securities, or other property in 
respect of claims filed against such obligor in bankruptcy or receivership or in 
proceedings for reorganization pursuant to the Bankruptcy Act or applicable 
State law; 

(B) to realize, for its own account, upon any property held by it as 
security for any such claim, if such property was so held prior to the beginning 
of such four months’ period ; 

(C) to realize, for its own account, but only to the extent of the claim 
hereinafter mentioned, upon any property held by it as security for any such 
claim, if such claim was created after the beginning of such four months’ 
period and such property was received as security therefor simultaneously with 
the creation thereof, and if the trustee shall sustain the burden of proving that 
at the time such property was so received the trustee had no reasonable cause to 
believe that a default as defined in the last paragraph of this subsection would 
occur within four months; or 

(D) to receive payment on any claim referred to in paragraph (B) or (C), 
against the release of any property held as security for such claim as provided 
in paragraph (B) or (C), as the case may be, to the extent of the fair value of 

such property. 


For the purposes of paragraphs (B), (C), and (D), property substituted after the 
beginning of such four months’ period for property held as security at the time of 
such substitution shall, to the extent of the fair value of the property released, have 
the same status as the property released, and, to the extent that any claim referred to 
in any of such paragraphs is created in renewal of or in substitution for or for 
the purpose of repaying or refunding any preexisting claim of the indenture trustee 
as such creditor, such claim shall have the same status as such preexisting claim. 
The indenture to be qualified shall provide that, if the trustee shall be required 
to account, the funds and property held in such special account and the proceeds 
thereof shall be apportioned between the trustee and the indenture security holders 
in such manner that the trustee and the indenture security holders realize, as a 
result of payments from such special account and payments of dividends on claims 
filed against such obligor in bankruptcy or receivership or in proceedings for re- 
organization pursuant to the Bankruptcy Act or applicable State law, the same per- 
centage of their respective claims, figured before crediting to the claim of the 
trustee anything on account of the receipt by it from such obligor of the funds 
and property in such special account and before crediting to the respective claims 
of the trustee and the indenture security holders dividends on claims filed against 
such obligor in bankruptcy or receivership or in proceedings for reorganization 
pursuant to the Bankruptcy Act or applicable State law, but after crediting 
thereon receipts on account of the indebtedness represented by their respective claims 
from all sources other than from such dividends and from the funds and property 
so held in such special account. As used in this paragraph, with respect to any 
claim, the term ‘dividends’ shall include any distribution with respect to such 
claim, in bankruptcy or receivership or in proceedings for reorganization pursuant to 
the Bankruptcy Act or applicable State law, whether such distribution is made in 
cash, securities, or other property, but shall not include any such distribution with 
respect to the secured portion, if any, of such claim. The court in which such 
bankruptcy, receivership, or proceeding for reorganization is pending shall have 
jurisdiction (i) to apportion between the indenture trustee and the indenture 
security holders, in accordance with the provisions of this paragraph, the funds and 
property held in such special account and the proceeds thereof, or (ii) in lieu of 
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such apportionment, in whole or in part, to give to the provisions of this paragraph 
due consideration in determining the fairness of the distributions to be made to 
the indenture trustee and the indenture security holders with respect to their re- 
spective claims, in which event it shall not be necessary to liquidate or to appraise the 
value of any securities or other property held in such special account or as security 
for any such claim, or to make a specific allocation of such distributions as between 
the secured and unsecured portions of such claims, or otherwise to apply the pro- 
visions of this paragraph as a mathematical formula. 

Any indenture trustee who has resigned or been removed after the beginning 
of such four months’ period shall be subject to the provisions of this subsection as. 
though such resignation or removal had not occurred. Any indenture trustee who 
has resigned or been removed prior to the beginning of such four months’ period 
shall be subject to the provisions of this subsection if and only if the following 
conditions exist— 


(i) the receipt of property or reduction of claim which would have given 
rise to the obligation to account, if such indenture trustee had continued as 
trustee, occurred after the beginning of such four months’ period; and 

(ii) such receipt of property or reduction of claim occurred within four 
months after such resignation or removal. 


As used in this subsection, the term “default” means any failure to make pay- 
ment in full of principal or interest, when and as the same becomes due and payable, 
under any indenture which has been qualified under this title, and under which the 
indenture trustee is trustee and the person of whom the indenture trustee is directly 
or indirectly a creditor is an obligor; and the term ‘indenture security holder’ means 
all holders of securities outstanding under any such indenture under which any 
such default exists. 

(b) The indenture to be qualified may contain provisions excluding from the 
operation of subsection (a) of this section a creditor relationship arising from— 


(1) the ownership or acquisition of securities issued under any indenture, 
or any security or securities having a maturity of one year or more at the time 
of acquisition by the indenture trustee ; 

(2) advances authorized by a receivership or bankruptcy court of com- 
petent jurisdiction, or by the indenture, for the purpose of preserving the 
property subject to the lien of the indenture or of discharging tax liens or other 
prior liens or encumbrances on the trust estate, if notice of such advance and 
of the circumstances surrounding the making thereof is given to the indenture 
security holders, at the time and in the manner provided in the indenture ; 

(3) disbursements made in the ordinary course of business in the capacity 
of trustee under an indenture, transfer agent, registrar, custodian, paying 
agent, fiscal agent or depositary, or other similar capacity ; 

(4) an indebtedness created as a result of services rendered or premises 
rented; or an indebtedness created as a result of goods or securities sold in a 
cash transaction as defined in the indenture ; 

(5) the ownership of stock or of other securities of a corporation organized 
under the provisions of section 25 (a) of the Federal Reserve Act, as amended, 
which is directly or indirectly a creditor of an obligor upon the indenture 
securities ; or 

(6) the acquisition, ownership, acceptance, or negotiation of any drafts, 
bills of exchange, acceptances, or obligations which fall within the classifica- 
tion of self-liquidating paper as defined in the indenture. 


(c) In the exercise by the Commission of any jurisdiction under the Public 
Utility Holding Company Act of 1935 regarding the issue or sale, by any registered 
holding company or a subsidiary company thereof, of any security of such issuer 
or seller or of any other company to a person which is trustee under an indenture 
or indentures of such issuer or seller or other company, or of a subsidiary or asso- 
ciate company or affiliate of such issuer or seller or other company (whether or 
not such indenture or indentures are qualified or to be qualified under this title). 
the fact that such trustee will thereby become a creditor, directly or indirectly, 
of any of the foregoing shall not constitute a ground for the Commission taking 
adverse action with respect to any application or declaration, or limiting the scope 
of any rule or regulation which would otherwise permit such transaction to take 
effect; but in any case in which such trustee is trustee under an indenture of the 
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company of which it will thereby become a creditor, or of any subsidiary company 
thereof, this subsection shall not prevent the Commission from requiring (if such 
requirement would be authorized under the provisions of the Public Utility Holding 
Company Act of 1935) that such trustee, as such, shall effectively and irrevocably 
agree in writing, for the benefit of the holders from time to time of the securities 
from time to time outstanding under such indenture, to be bound by the provisions 
of this section, subsection (c) of section 315, and, in case of default (as such 
term is defined in such indenture), subsection (d) of section 315, as fully as though 
such provisions were included in such indenture. For the purposes of this subsection 
the terms “registered holding company”, “subsidiary company”, “associate company”, 
and “affiliate” shall have the respective meanings assigned to such terms in section 
2 (a) of the Public Utility Holding Company Act of 1935. 


BONDHOLDERS LISTS 


Sec. 312. (a) The indenture to be qualified shall contain provisions requiring 
each obligor upon the indenture securities to furnish or cause to be furnished to the 
institutional trustee thereunder at stated intervals of not more than six months, 
and at such other times as such trustee may request in writing, all information in 
the possession or control of such obligor, or of any of its paying agents, as to the 
names and addresses of the indenture security holders, and requiring such trustee 
to preserve, in as current a form as is reasonably practicable, all such information 
so furnished to it or received by it in the capacity of paying agent. 

(b) The indenture to be qualified shall also contain provisions requiring that, 
within five business days after the receipt by the institutional trustee of a written 
application by any three or more indenture security holders stating that the applicants 
desire to communicate with other indenture security holders with respect to their 
rights under such indenture or under the indenture securities, and accompanied by 
a copy of the form of proxy or other communication which such applicants propose 
to transmit, and by reasonable proof that each such applicant has owned an indenture 
security for a period of at least six months preceding the date of such application, 
such institutional trustee shall, at its election, either— 


(1) afford to such applicants access to all information so furnished to or 


received by such trustee; or 

(2) inform such applicants as to the approximate number of indenture 
security holders according to the most recent information so furnished to or 
received by such trustee, and as to the approximate cost of mailing to such 
indenture security holders the form of proxy or other communication, if any, 
specified in such application. 


If such trustee shall elect not to afford to such applicants access to such informa- 
tion, such trustee shall, upon the written request of such applicants, mail to all such 
indenture security holders copies of the form of proxy or other communication 
which is specified in such request, with reasonable promptness after a tender to 
such trustee of the material to be mailed and of payment, or provision for the pay- 
ment, of the reasonable expenses of such mailing, unless within five days after such 
tender, such trustee shall mail to such applicants, and file with the Commission 
together with a copy of the material to be mailed, a written statement to the 
effect that, in the opinion of such trustee, such mailing would be contrary to the 
best interests of the indenture security holders or would be in violation of applicable 
law. Such written statement shall specify the basis of such opinion. After opportunity 
for hearing upon the objections specified in the written statement so filed, the Com- 
mission may, and if demanded by such trustee or by such applicants shall, enter an 
order either sustaining one or more of such objections or refusing to sustain any 
of them. If the Commission shall enter an order refusing to sustain any of such 
objections, or if, after the entry of an order sustaining one or more of such objections, 
the Commission shall find, after notice and opportunity for hearing, that all ob- 
jections so sustained have been met, and shall enter an order so declaring, such 
trustee shall mail copies of such material to all such indenture security holders with 
reasonable promptness after the entry of such order and the renewal of such tender. 

(c) The disclosure of any such information as to the names and addresses of 
the indenture security holders in accordance with the provisions of this section, re- 
gardless of the source from which such information was derived, shall not be deemed 
to be a violation of any existing law, or of any law hereafter enacted which does not 
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specifically refer to this section, nor shall such trustee be held accountable by reason 
of mailing any material pursuant to a request made under subsection (b) of this 
section. 


REPORTS BY INDENTURE TRUSTEE 


Sec. 313. (a) The indenture to be qualified shall contain provisions requiring 
the indenture trustee to transmit to the indenture security holders as hereinafter 
provided, at stated intervals of not more than 12 months, a brief report with re- 
spect to— 

(1) its eligibility and its qualifications under section 310, or in lieu thereof, 
if to the best of its knowledge it has continued to be eligible and qualified under 
such section, a written statement to such effect; 

(2) the character and amount of any advances made by it, as indenture 
trustee, which remain unpaid on the date of such report, and for the reimburse- 
ment of which it claims or may claim a lien or charge, prior to that of the 
indenture securities, on the trust estate or on property or funds held or collected 
by it as such trustee, if such advances so remaining unpaid aggregate more than 
one-half of 1 per centum of the principal amount of the indenture securities 
outstanding on such date; 

(3) the amount, interest rate, and maturity date of all other indebtedness 
owing to it in its individual capacity, on the date of such report, by the obligor 
upon the indenture securities, with a brief description of any property held 
as collateral security therefor, except an indebtedness based upon a creditor 
relationship arising in any manner described in paragraphs (2), (3), (4), or (6) 
of subsection (b) of section 311; 

(4) the property and funds physically in its possession as indenture trustee 
on the date of such report; 

(5) any release, or release and substitution, of property subject to the lien 
of the indenture (and the consideration therfor, if any) which it has not 
previously reported ; 

(6) any additional issue of indenture securities which it has not previously 
reported ; and 

(7) any action taken by it in the performance of its duties under the 
indenture which it has not previously reported and which in its opinion materially 
affects the indenture securities or the trust estate, except action in respect of 
a default, notice of which has been or is to be withheld by it in accordance 
with an indenture provision authorized by subsection (b) of section 315. 


_ (b) The indenture to be qualified shall also contain provisions requiring the 
indenture trustee to transmit to the indenture security holders as hereinafter pro- 
vided, within the times hereinafter specified, a brief report with respect to— 


(1) the release, or release and substitution, of property subject to the lien of 
the indenture (and the consideration therefor, if any) unless the fair value of such 
property, as set forth in the certificate or opinion required by paragraph (1) 
of subsection (d) of section 314, is less than 10 per centum of the principal 
amount of indenture securities outstanding at the time of such release, or such 
release and substitution, such report to be so transmitted within 90 days after 
such time; and 

(2) the character and amount of any advances made by it as such since 
the date of the last report transmitted pursuant to the provisions of subsection 
(a) (or if no such report has yet been so transmitted, since the date of execu- 
tion of the indenture), for the reimbursement of which it claims or may claim 
a lien or charge, prior to that of the indenture securities, on the trust estate or 
on property or funds held or collected by it as such trustee, and which it has 
not previously reported pursuant to this paragraph, if such advances remaining 
unpaid at any time aggregate more than 10 per centum of the principal amount 
of indenture securities outstanding at such time, such report to be so trans- 
mitted within 90 days after such time. 

(c) The indenture to be qualified shall also provide that reports pursuant to 
this section shall be transmitted by mail— 


(1) to all registered holders of indenture securities, as the names and 
addresses of such holders appear upon the registration books of the obligor upon 
the indenture securities ; 
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(2) to such holders of indenture securities as have, within the two years 
preceding such transmission, filed their names and addresses with the indenture 
trustee for that purpose; and 

(3) except in the case of reports pursuant to subsection (b) of this section, 
to all holders of indenture securities whose names and addresses have 
furnished to or received by the indenture trustee pursuant to section 312. 


(d) The indenture to be qualified shall also provide that a copy of each such 
report shall, at the time of such transmission to indenture security holders, be filed 


with each stock exchange upon which the indenture securities are listed, and also 
with the Commission. 


REPORTS BY OBLIGOR ; EVIDENCE OF COMPLIANCE WITH INDENTURE PROVISIONS 
Periodic Reports 


Sec. 314. (a) The indenture to be qualified shall contain provisions requiring 
each person who, as set forth in the registration statement or application, is or is 
to be an obligor upon the indenture securities covered thereby— 


(1) to file with the indenture trustee copies of the annual reports and of the 
information, documents, and other reports (or copies of such portions of any 
of the foregoing as the Commission may by rules and regulations prescribe) 
which such obligor is required to file with the Commission pursuant to section 
13 or section 15 (d) of the Securities Exchange Act of 1934; or, if the obligor 
is not required to file information, documents, or reports pursuant to either 
of such sections, then to file with the indenture trustee and the Commission, 
in accordance with rules and regulations prescribed by the Commission, such 
of the supplementary and periodic information, documents, and reports which 
may be required pursuant to section 13 of the Securities Exchange Act ot 
1934, in respect of a security listed and registered on a national securities ex- 
change as may be prescribed in such rules and regulations ; 

(2) to file with the indenture trustee and the Commission, in accordance 
with rules and regulations prescribed by the Commission, such additional in- 
formation, documents, and reports with respect to compliance by such obligor 
with the conditions and covenants provided for in the indenture, as may be re- 
quired by such rules and regulations, including, in the case of annual reports, 
if required by such rules and regulations, certificates or opinions of independent 
public accountants, conforming to the requirements of subsection (e) of this 
section, as to compliance with conditions or covenants, compliance with which 
is subject to verification by accounts, but no such certificate or opinion shall be 
required as to any matter specified in clauses (A), (B), or (C) of paragraph 
(3) of subsection (c) ; and 

(3) to transmit to the holders of the indenture securities upon which such 
person is an obligor, in the manner and to the extent provided in subsection 
(c) of section 313, such summaries of any information, documents, and reports 
required to be filed by such obligor pursuant to the provisions of paragraph (1) 


or (2) of this subsection as may be required by rules and regulations prescribed 
by the Commission. 


The rules and regulations prescribed under this subsection shall be such as are 
necessary or appropriate in the public interest or for the protection of investors, 
having due regard to the types of indentures, and the nature of the business of the 
class of obligors affected thereby, and the amount of indenture securities outstanding 
under such indentures, and, in the case of any such rules and regulations prescribed 
after the indentures to which they apply have been qualified under this title, the ad- 
ditional expense, if any, of complying with such rules and regulations. Such rules 
and regulations may be prescribed either before or after qualification becomes effective 
as to any such indenture. 


Evidence of Recording of Indenture 


(b) If the indenture to be qualified is or is to be secured by the mortgage 
or pledge of property, such indenture shall contain provisions requiring the obligor 
upon the indenture securities to furnish to the indenture trustee— 

(1) promptly after the execution and delivery of the indenture, an opinion 
of counsel (who may be of counsel for such obligor) either stating that in the 
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opinion of such counsel the indenture has been properly recorded and filed 
so as to make effective the lien intended to be created thereby, and reciting 
the details of such action, or stating that in the opinion of such counsel no such 
action is necessary to make such lien effective; and 

(2) at least annually after the execution and delivery of the indenture, an 
opinion of counsel (who may be of counsel for such obligor) either stating 
that in the opinion of such counsel such action has been taken with respect to 
the recording, filing, re-recording, and refiling of the indenture as is necessary 
to maintain the lien of such indenture, and reciting the details of such action, 
or stating that in the opinion of such counsel no such action is necessary to 
maintain such lien. 


Evidence of Compliance With Conditions Precedent 


(c) The indenture to be qualified shall contain provisions requiring the obligor 
upon the indenture securities to furnish to the indenture trustee evidence of compliance 
with the conditions precedent, if any, provided for in the indenture (including any 
covenants compliance with which constitutes a condition precedent) which relate to 
the authentication and delivery of the indenture securities, to the release or the 
release and substitution of property subject to the lien of the indenture, to the satisfac- 
tion and discharge of the indenture, or to any other action to be taken by the indenture 
trustee at the request or upon the application of such obligor. Such evidence shall 
consist of the following : 


(1) certificates or opinions made by officers of such obligor who are specified 
in the indenture, stating that such conditions precedent have been complied 
with; 

(2) an opinion of counsel (who may be of counsel for such obligor) stating 
that in his opinion such conditions precedent have been complied with; and 

(3) in the case of conditions precedent compliance with which is subject 
to verification by accountants (such as conditions with respect to the pre- 
servation of specified ratios, the amount of net quick assets, negative-pledge 
clauses, and other similar specific conditions), a certificate or opinion of an 
accountant, who, in the case of any such conditions precedent to the authentica- 
tion and delivery of indenture securities, and not otherwise, shall be an inde- 
pendent public accountant selected or approved by the indenture trustee in the 
exercise of reasonable care, if the aggregate principal amount of such indenture 
securities and of other indenture securities authenticated and delivered since 
the commencement of the then current calendar year (other than those with 
respect to which a certificate or opinion of an accountant is not required, or 
with respect to which a certificate or opinion of an independent public accountant 
has previously been furnished) is 10 per centum or more of the aggregate 
amount of the indenture securities at the time outstanding; but no certificate 
or opinion need be made by any person other than an officer or employee of 
such obligor who is specified in the indenture, as to (A) dates or periods not 
covered by annual reports required to be filed by the obligor, in the case of 
conditions precedent which depend upon a state of facts as of a date or dates or 
for a period or periods different from that required to be covered by such annual 
reports, or (B) the amount and value of property additions, except as provided 
in paragraph (3) of subsection (d), or (C) the adequacy of depreciation, main- 
tenance, or repairs. 


Certificates of Fair Value 


(d) If the indenture to be qualified is or is to be secured by the mortgage or 
pledge of property or securities, such indenture shall contain provisions— 


(1) requiring the obligor upon the indenture securities to furnish to the 
indenture trustee a certificate or opinion of an engineer, appraiser, or other 
expert as to the fair value of any property or securities to be released from the 
lien of the indenture, which certificate or opinion shall state that in the opinion 
of the person making the same the purposed release will not impair the security 
under such indenture in contravention of the provisions thereof, and requiring 
further that such certificate or opinion shall be made by an independent en- 
gineer, appraiser, or other expert, if the fair value of such property or securities 
and of all other property or securities released since the commencement of the 
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then current calendar year, as set forth in the certificates or opinions required 
by this paragraph, is 10 per centum or more of the aggregate principal amount 
of the indenture securities at the time outstanding; but such a certificate or 
opinion of an independent engineer, appraiser, or other expert shall not be 
required in the case of any release of property or securities, if the fair value 
thereof as set forth in the certificate or opinion required by this paragraph is 
less than $25,000 or less than 1 per centum of the aggregate principal amount 
of the indenture securities at the time outstanding ; 

(2) requiring the obligor upon the indenture securities to furnish to the 
indenture trustee a certificate or opinion of an engineer, appraiser, or other 
expert as to the fair value to such obligor of any securities (other than in- 
denture securities and securities secured by a lien prior to the lien of the in- 
denture upon property subject to the lien of the indenture), the deposit of 
which with the trustee is to be made the basis for the authentication and 
delivery of indenture securities, the withdrawal of cash constituting a part 

: of the trust estate or the release of property or securities subject to the lien 
of the indenture, and requiring further that if the fair value to such obligor of 
: such securities and of all other such securities made the basis of any such 
: authentication and delivery, withdrawal, or release since the commencement of 
' the then current calendar year, as set forth in the certificates or opinions re- 
| quired by this paragraph, is 10 per centum or more of the aggregate principal 
amount of the indenture securities at the time outstanding, such certificate or 
opinion shall be made by an independent engineer, appraiser, or other ex- 
pert and, in the case of the authentication and delivery or indenture securi- 
ties, shall cover the fair value to such obligor of all other such securities 
so deposited since the commencement of the current calendar year as to which 
a certificate or opinion of an independent engineer, appraiser, or other expert 
has not previously been furnished; but such a certificate of an independent 
engineer, appraiser, or other expert shall not be required with respect to any 
securities so deposited, if the fair value thereof to such obligor as set forth in 
the certificate or opinion required by this paragraph is less than $25,000 or 
less than 1 per centum of the aggregate principal amount of the indenture 
securities at the time outstanding ; and 
(3) requiring the obligor upon the indenture securities to furnish to the 
indenture trustee a certificate or opinion of an engineer, appraiser, or other 
expert as to the fair value to such obligor of any property the subjection of 
which to the lien of the indenture is to be made the basis for the authentication 
and delivery of indenture securities, the withdrawal of cash constituting a 
part of the trust estate, or the release of property or securities subject to the 
lien of the indenture, and requiring further that if 


(A) within six months prior to the date of acquisition thereof by 
yf such obligor, such property has been used or operated, by a person or 
t } persons other than such obligor, in a business similar to that in which 
of ' it has been or is to be used or operated by such obligor, and s 

ir ' (B) the fair value to such obligor of such property as set forth in 
al | such certificate or opinion is not less than $25,000 and not less than 1 
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per centum of the aggregate principal amount of the indenture securities 


1- at the time outstanding, 


such certificate or opinion shall be made by an independent engineer, appraiser, 
or other expert and, in the case of the authentication and delivery of indenture 
securities, shall cover the fair value to the obligor of any property so used 


or i or operated which has been so subjected to the lien of the indenture since 
the commencement of the then current calendar year, and as to which a certificate 
™ or opinion of an independent engineer, appraiser, or other expert has not pre- 
a. viously been furnished. 
he If the indenture to be qualified so provides, any such certificate or opinion may be 
on made by an officer or employee of the obligor upon the indenture ‘securities who is 
ty specified in the indenture, except in cases in which this subsection requires that 
ng such certificate or opinion be made by an independent person. In such cases, such 
n- certificate or opinion shall be made by an independent engineer, appraiser, or other 
ies expert selected or approved by the indenture trustee in the exercise of reasonable 
he care. 
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Recitals as to Basis of Certificate or Opinion 


(e) Each certificate or opinion with respect to compliance with a condition or 
covenant provided for in the indenture shall include (1) a statement that the person 
making such certificate or opinion has read such covenant or condition; (2) a 
brief statement as to the nature and scope of the examination or investigation upon 
which the statements or opinions contained in such certificate or opinion are based; 
(3) a statement that, in the opinion of such person, he has made such examination 
or investigation as is necessary to enable him to express an informed opinion as to 
whether or not such covenant or condition has been complied with; and (4) a state- 


ment as to whether or not, in the opinion of such person, such condition or covenant 
has been complied with. 


Parties May Provide for Additional Evidence 


(f) Nothing in this section shall be construed either as requiring the inclusion 
in the indenture to be qualified of provisions that the obligor upon the indenture 
securities shall furnish to the indenture trustee any other evidence of compliance 
with the conditions and covenants provided for in the indenture than the evidence 


specified in this section, or as preventing the inclusion of such provisions in such 
indenture, if the parties so agree. 


DUTIES AND RESPONSIBILITY OF THE TRUSTEE 
Duties Prior to Default 


Sec. 315. (a) The indenture to be qualified may provide that, prior to default (as 
such term is defined in such indenture) — 


(1) the indenture trustee shall not be liable except for the performance 
of such duties as are specifically set out in such indenture; and 

(2) the indenture trustee may conclusively rely, as to the truth of the 
statements and the correctness of the opinions expressed therein, in the absence 
of bad faith on the part of such trustee, upon certificates or opinions con- 
forming to the requirements of the indenture; 


but such indenture shall contain provisions requiring the indenture trustee to examine 
the evidence furnished to it pursuant to section 314 to determine whether or not 
such evidence conforms to the requirements of the indenture. 


Notice of Defaults 


(b) The indenture to be qualified shall contain provisions requiring the indenture 
trustee to give to the indenture security holders, in the manner and to the extent 
provided in subsection (c) of section 313, notice of all defaults known to the trustee, 
within ninety days after the occurrence thereof: Provided, That such indenture 
may provide that, except in the case of default in the payment of the principal 
of or interest on any indenture security, or in the payment of any sinking or purchase 
fund installment, the trustee shall be protected in withholding such notice if 
and so long as the board of directors, the executive committee, or a trust committee 
of directors and/or responsible officers, of the trustee in good faith determine that 
the withholding of such notice is in the interests of the indenture security holders. 


Duties of the Trustee in Case of Default 


(c) The indenture to be qualified shall contain provisions requiring the indenture 
trustee to exercise in case of default (as such term is defined in such indenture) such 
of the rights and powers vested in it by such indenture, and to use the same degree 
of care and skill in their exercise, as a prudent man would exercise or use under 
the circumstances in the conduct of his own affairs. 


Responsibility of the Trustee 


(d) The indenture to be qualified shall not contain any provisions relieving the 
indenture trustee from liability for its own negligent action, its own negligent failure 
to act, or its own willful misconduct, except that— 


(1) such indenture may contain the provisions authorized by paragraphs (1) 
and (2) of subsection (a) of this section ; 
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(2) such indenture may contain provisions protecting the indenture trustee 
from liability for any error of judgment made in good faith by a responsible 
officer or officers of such trustee, unless it shall be proved that such trustee 
was negligent in ascertaining the pertinent facts ; and 

(3) such indenture may contain provisions protecting the indenture trustee 
with respect to any action taken or omitted to be taken by it in good faith 
in accordance with the direction of the holders of not less than a majority 
in principal amount of the indenture securities at the time outstanding (deter- 
mined as provided in subsection (a) of section 316) relating to the time, method, 
and place of conducting any proceeding for any remedy available to such trustee, 
or exercising any trust or power conferred upon such trustee, under such in- 
denture. 


Undertaking for Costs 

(e) The indenture to be qualified may contain provisions to the effect that all 
parties thereto, including the indenture security holders, agree that the court may 
in its discretion require, in any suit for the enforcement of any right or remedy 
under such indenture, or in any suit against the trustee for any action taken or 
omitted by it as trustee, the filing by any party litigant in such suit of an undertaking 
to pay the costs of such suit, and that such court may in its discretion assess reason- 
able coss, including reasonable attorneys’ fees, against any party litigant in such 
suit, having due regard to the merits and good faith of the claims or defenses made 
by such party litigant: Provided, That the provisions of this subsection shall not 
apply to any suit instituted by such trustee, to any suit instituted by any indenture 
security holder, or group of indenture security holders, holding in the aggregate more 
than 10 per centum in principal amount of the indenture securities outstanding, or 
to any suit instituted by any indenture security holder for the enforcement of the 
payment of the principal of or interest on any indenture security, on or after the 
respective due dates expressed in such indenture security. 


DIRECTIONS AND WAIVERS BY BONDHOLDERS ; PROHIBITION OF IMPAIRMENT 
OF HOLDER’S RIGHT TO PAYMENT 


Sec. 316. (a) The indenture to be qualified may contain provisions— 


(1) authorizing the holders of not less than a majority in principal amount 
of the indenture securities at the time outstanding (A) to direct the time, 
method, and place of conducting any proceeding for any remedy available to 
such trustee, or exercising any trust or power conferred upon such trustee, 
under such indenture, or (B) on behalf of the holders of all such indenture 
securities, to consent to the waiver of any past default and its consequences or 

(2) authorizing the holders of not less than 75 per centum in principal 
amount of the indenture securities at the time outstanding to consent on behalf 
of the holders of all such indenture securities to the postponement of any 
interest payment for a period not exceeding three years from its due date. 


For the purposes of this subsection and paragraph (3) of subsection (d) of section 
315, in determining whether the holders of the required principal amount of in- 
denture securities have concurred in any such direction or consent, indenture securi- 
ties owned by any obligor upon the indenture securities, or by any person directly 
or indirectly controlling or controlled by or under direct or indirect common control 
with any such obligor, shall be disregarded, except that for the purposes of deter- 
mining whether the indenture trustee shall be protected in relying on any such 
direction or consent, only indenture securities which such trustee knows are so 
owned shall be so disregarded. 

(b) The indenture to be qualified shall provide that, notwithstanding any other 
provision thereof, the right of any holder of any indenture security to receive pay- 
ment of the principal of and interest on such indenture security, on or after the 
respective due dates expressed in such indenture security, or to institute suit for the 
enforcement of any such payment on or after such respective dates, shall not be 
impaired or affected without the consent of such holder, except as to a postponement 
of an interest payment consented to as provided in paragraph (2) of subsection 
(a), and except that such indenture may contain provisions limiting or denying the 
right of any such holder to institute any such suit, if and to the extent that the 
institution or prosecution thereof or the entry of judgment therein would, under 
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applicable law, result in the surrender, impairment, waiver, or loss of the lien of such 
indenture upon any property subject to such lien. 


SPECIAL POWERS OF TRUSTEE ; DUTIES OF PAYING AGENTS 


Sec. 317. (a) The indenture to be qualified shall contain provisions— 

(1) authorizing the indenture trustee, in the case of a default in payment 
of the principal of any indenture security, when and as the same shall become 
due and payable, or in the case of a default in payment of the interest on any 
such security, when and as the same shall become due and payable and the 
continuance of such default for such period as may be prescribed in such in- 
denture, to recover judgment, in its own name and as trustee of an express 
trust, against the obligor upon the indenture securities for the whole amount 
of such principal and interest remaining unpaid; and 

(2) authorizing such trustee to file such proofs of claim and other papers 
or documents as may be necessary or advisable in order to have the claims 
of such trustee and of the indenture security holders allowed in any judicial 
proceedings relative to the obligor upon the indenture securities, its creditors, 
or its property. 


(b) The indenture to be qualified shall provide that each paying agent shall hold 
in trust for the benefit of the indenture security holders or the indenture trustee all 
sums held by such paying agent for the payment of the principal of or interest on the 
indenture securities, and shall give to such trustee notice of any default by any 
obligor upon the indenture securities in the making of any such payment. 


EFFECT OF PRESCRIBED INDENTURE PROVISIONS 


Sec. 318. (a) The indenture to be qualified shall provide that if any provision 
thereof limits, qualifies, or conflicts with another provision which is required to be 
included in such indenture by any of sections 310 to 317, inclusive, such required 
provision shal! control. 

(b) The indenture to be qualified may contain, in addition to provisions specifical- 
ly authorized under this title to be included therein, any other provisions the in- 
clusion of which is not in contravention of any provision of this title. 


RULES, REGULATIONS, AND ORDERS 


Sec. 319. (a) The Commission shall have authority from time to time to make, 
issue, amend, and rescind such rules and regulations and such orders as it may 
deem necessary or appropriate in the public interest or for the protection of in- 
vestors to carry out the provisions of this title, including rules and regulations 
defining accounting, technical, and trade terms used in this title. Among other 
things, the Commission shall have authority, (1) by rules and regulations, to pre- 
scribe for the purposes of section 310 (b) the method (to be fixed in indentures 
to be qualified under this title) of calculating percentages of voting securities and 
other securities; (2) by rules and regulations, to prescribe the definitions of the 
terms “cash transaction” and “self-liquidating paper” which shall be included in in- 
dentures to be qualified under this title, which definitions shall include such of the 
creditor relationships referred to in paragraphs (4) and (6) of subsection (b) 
of section 311 as to which the Commission determines that the application of sub- 
section (a) of such section is not necessary in the public interest or for the pro- 
tection of investors, having due regard for the purposes of such subsection; and (3) 
for the purposes of this title, to prescribe the form or forms in which information 
required in any statement, application, report, or other document filed with the 
Commission shall be set forth. For the purpose of its rules or regulations the 
Commission may classify persons, securities, indentures, and other matters within 
its jurisdiction and prescribe different requirements for different classes of persons, 
securities, indentures, or matters. 

(b) Subject to the provisions of the Federal Register Act and regulations 
prescribed under the authority thereof, the rules and regulations of the Commission 
under this title shall be effective upon publication in the manner which the Com- 
mission shall prescribe, or upon such later date as may be provided in such rules 
and regulations. 

(c) No provision of this title imposing any liability shall apply to any act 
done or omitted in good faith in conformity with any rule, regulation, or order of 
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the Commission, notwithstanding that such rule, regulation, or order may, after 
such act or omission, be amended or rescinded or be determined by judicial or other 
authority to be invalid for any reason. 


HEARINGS BY COMMISSION 


Sec. 320. Hearings may be public and may be held before the Commission, 
any member or members thereof, or any officer or officers of the Commission desig- 
nated by it, and appropriate records thereof shall be kept. 


SPECIAL POWERS OF THE COMMISSION 


Sec. 321. (a) For the purpose of any investigation or any other proceeding 
which, in the opinion of the Commission, is necessary and proper for the enforcement 
of this title, any member of the Commission, or any officer thereof designated by it, 
is empowered to administer oaths and affirmations, subpena witnesses, compel their 
attendance, take evidence, and require the production of any books, papers, cor- 
respondence, memoranda, contracts, agreements, or other records which the Com- 
mission deems relevant or material to the inquiry. Such attendance of witnesses 
and the production of any such books, papers, correspondence, memoranda, contracts, 
agreements, or other records may be required from any place in the United States or 
in any Territory at any designated place of investigation or hearing. In addition, 
the Commission shall have the powers with respect to investigations and hearings, 
and with respect to the enforcement of, and offenses and violations under, this title 
and rules and regulations and orders prescribed under the authority thereof, provided 
in sections 20, 22 (b), and 22 (c) of the Securities Act of 1933. 

(b) The Treasury Department, the Comptroller of the Currency, the Board of 
Governers of the Federal Reserve System, the Federal Reserve Banks, and the 
Federal Deposit Insurance Corporation are hereby authorized, under such conditions 
as they may prescribe, to make available to the Commission such reports, records, 
or other information as they may have available with respect to trustees or pros- 
pective trustees under indentures qualified or to be qualified under this title, and 
to make through their examiners or other employees for the use of the Commission, 
examinations of such trustees or prospective trustees. Every such trustee or prospec- 
tive trustee shall, as a condition precedent to qualification of such indenture, consent 
that reports of examinations by Federal, State, Territorial, or District authorities 
may be furnished by such authorities to the Commission upon request therefor. 

Notwithstanding any provision of this title, no report, record, or other infor- 
mation made available to the Commission under this subsection, no report of an 
examination made under this subsection for the use of the Commission, no report 
of an examination made of any trustee or prospective trustee by any Federal, State, 
Territorial, or District authority having jurisdiction to examine or supervise such 
trustee, no report made by any such trustee or prospective trustee to any such 
authority, and no correspondence between any such authority and any such trustee 
or prospective trustee, shall be divulged or made known or available by the Com- 
mission or any member, officer, agent, or employee thereof, to any person other than 
a member, officer, agent, or employee of the Commission: Provided, That the Com- 
mission may make available to the Attorney General of the United States, in 
confidence, any information obtained from such records, reports of examination, 
other reports, or correspondence, and deemed necessary by the Commission, or re- 
ge by him, for the purpose of enabling him to perform his duties under this 
title. 

(c) Any investigation of a prospective trustee, or any proceeding or require- 
ment for the purpose of obtaining information regarding a prospective trustee, under 
any provision of this title, shall be limited— 


(1) to determining whether such prospective trustee is qualified to act as 
trustee under the provisions of subsection (b) of section 310; 

(2) to requiring the inclusion in the registration statement or application 
of information with respect to the eligibility of such prospective trustee under 
paragraph (1) of subsection (a) of such section 310; and 

(3) to requiring the inclusion in the registration statement or application 
of the most recent published report of condition of such prospective trustee, as 
described in paragraph (2) of such subsection (a), or, if the indenture does 
not contain the provision with respect to combined capital and surplus au- 
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thorized by the last sentence of paragraph (2) of subsection (a) of such section 
310, to determining whether such prospective trustee is eligible to act as 
such under such paragraph (2). 


(d) The provisions of section 4 (b) of the Securities Exchange Act of 1934 
shall be applicable with respect to the power of the Commission to appoint and fix 
the compensation of such officers, attorneys, examiners, and other experts, and 


such other officers and employees, as may be necessary for carrying out its functions 
under this title. 


COURT REVIEW OF ORDERS ; JURISDICTION OF OFFENSES AND SUITS 


Sec. 322. (a) Orders of the Commission under this title (including orders 
pursuant to the provisions of sections 305 (b) and 307 (c)) shall be subject to 
review in the same manner, upon the same conditions, and to the same extent, as 
provided in section 9 of the Securities Act of 1933, with respect to orders of the 
Commission under such Act. 

(b) Jurisdiction of offenses and violations under, and jurisdiction and venue 
of suits and actions brought to enforce any liability created by, this title, or any 
rules or regulations or orders prescribed under the authority thereof, shall be as 
provided in section 22 (a) of the Securities Act of 1933. 


LIABILITY FOR MISLEADING STATEMENTS 


Sec. 323. (a) Any person who shall make or cause to be made any statement 
in any application, report, or document filed with the Commission pursuant to any 
provisions of this title, or any rule, regulation, or order thereunder, which statement 
was at the time and in the light of the circumstances under which it was made false 
or misleading with respect to any material fact, or who shall omit to state any 
material fact required to be stated therein or necessary to make the statements 
therein not misleading, shall be liable to any person (not knowing that such state- 
ment was false or misleading or of such omission) who, in reliance upon such 
statement or omission, shall have purchased or sold a security issued under the 
indenture to which such application, report, or document relates, for damages 
caused by such reliance, unless the person sued shall prove that he acted in good 
faith and had no knowledge that such statement was false or misleading or of 
such omission. A person seeking to enforce such liability may sue at law or in 
equity in any court of competent jurisdiction. In any such suit the court may, in its 
discretion, require an undertaking for the payment of the costs of such suit and 
assess reasonable costs, including reasonable attorneys’ fees, against either party 
litigant, having due regard to the merits and good faith of the suit or defense. No 
action shall be maintained to enforce any liability created under this section unless 
brought within one year after the discovery of the facts constituting the cause of 
action and within three years after such cause of action accrued. 

(b) The rights and remedies provided by this title shall be in addition to any 
and all other rights and remedies that may exist under the Securitis Act of 1933, 
or the Securities Exchange Act of 1934, or the Public Utility Holding Company 
Act of 1935, or otherwise at law or in equity; but no person permitted to maintain a 
suit for damages under the provisions of this title shall recover, through satisfaction 
of judgment in one or more actions, a total amount in excess of his actual damages 
on account of the act complained of. 


UNLAWFUL REPRESENTATIONS 


Sec. 324. It shall be unlawful for any person in offering, selling or issuing® 
any security to represent or imply in any manner whatsoever that any action or 
failure to act by the Commission in the administration of this title means that the 
Commission has in any way passed upon the merits of, or given approval to, any 
trustee, indenture or security, or any transaction or transactions therein, or that any 
such action or failure to act with regard to any statement or report filed with or 
examined by the Commission pursuant to this title or any rule, regulation, or order 
thereunder, has the effect of a finding by the Commission that such statement or 
report is true and accurate on its face or that it is not false or misleading. 


6 Act of Aug. 10, 1954, ch. 677, Title III, § 305, 68 Stat. 688, amended this section by sub- 
stituting words “offering, selling, or issuing” for words “issuing or selling.” 
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PENALTIES 


Sec. 325. Any person who willfully violates any provision of this title or any 
tule, regulation, or order thereunder, or any person who willfully, in any applica- 
tion, report, or document filed or required to be filed under the provisions of this 
title or any rule, regulation, or order thereunder, makes any untrue statement of a 
material fact or omits to state any material fact required to be stated therein or 
necessary to make the statements therein not misleading, shall upon conviction be 
fined not more than $5,000 or imprisoned not more than five years, or both. 


EFFECT ON EXISTING LAW 


Sec. 326. Except as otherwise expressly provided, nothing in this title shall 
affect (1) the jurisdiction of the Commission under the Securities Act of 1933, or 
the Securities Exchange Act of 1934, or the Public Utility Holding Company Act 
of 1935, over arry person, security, or contract, or (2) the rights, obligations, duties, 
or liabilities of any person under such Acts; nor shall anything in this title affect 
the jurisdiction of any other commission, board, agency, or officer of the United 
States or of any State or political subdivision of any State, over any person or 
security, insofar as such jurisdiction does not conflict with any provision of this 
title or any rule, regulation, or order thereunder. 


CONTRARY STIPULATIONS VOID 


Sec. 327. Any condition, stipulation, or provision binding any person to waive 
compliance with any provision of this title or with any rule, regulation, or order 
thereunder shall be void. 


SEPARABILITY OF PROVISIONS 


Sec. 328. If any provision of this title or the application of such provision to 
any person or circumstance shall be held invalid, the remainder of the title and 
the application of such provision to persons or circumstances other than those as to 
which it is held invalid shall not be affected thereby. 
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NEWS OF THE LAW SCHOOL 


FACULTY: 


Dr. Charles B. Nutting has been appointed Dean of The George Washington Uni- 
versity National Law Center and Temporary Dean of the Law School. Dr. 
Nutting is a former Dean of the University of Pittsburgh Law School and a 
past President of the Association of American Law Schools. 


Professor Leroy S. Merrifield has returned from the University of Michigan where 
he co-edited a casebook on labor law during his sabbatical leave. 


Professor Orville H. Walburn has returned home from the George Washington 
University Hospital and is scheduled to teach again in February 1960. 


Professor Robert M. Cooper has been promoted from Associate Professor of Law 
to Professor of Law. 


Professor William T. Mallison, Jr. has been promoted from Associate Professor 
of Law to Professor of Law. 


Secretary Edward A. Potts has been appointed Assistant Dean of the Law School. 


Wallace M. Baker, A.B., 1946, Dartmouth; LL.B., 1949, Western Reserve Uni- 
versity; LL.M., 1959, Yale University, has been appointed Assistant Professor 
of Law. Mr. Baker was in private practice in Cleveland, Ohio, 1949-58. 


John J. McAvoy, A.B., 1954, LL.B., 1958, University of Idaho; LL.M., 1959, Yale 
University, has been appointed Assistant Professor of Law. 


Ralph J. Temple, A.B., 1953, University of Miami, LL.B. 1956, Harvard Uni- 
versity, has been appointed Assistant Professor of Law. Mr. Temple was a 
Teaching Fellow at Harvard, 1958-59. 


STUDENTS: 


C. James Moeller was awarded the John Bell Larner Prize, 1958-59. Graduated 
with Distinction. 

Philip A. Gragan was awarded the Charles Glover Prize, 1958-59. Graduated with 
Distinction. 

John S. Fessenden—Graduated with Distinction. 


Patricia Roberts Harris was awarded the John Ordronaux Prize for Second 
Year Students, 1958-59, as well as the Scheaffer award of Washington Alumnae 
Chapter of Phi Delta Delta Legal Fraternity. 


Janet Goldrich Kohn was awarded the John Ordronaux Prize for First Year 
Students, 1958-59, as well as the Zeta Chapter, Phi Delta Delta Legal Fraternity 
award and the Eta Alumnae Chapter, Kappa Beta Phi Legal Sorority award. 


James H. Rempe received the American Security and Trust Company award in 
estate planning, 1958-59. 


American Jurisprudence Publishers’ Awards for scholarship were awarded in the 
following subjects: Agency—Janet G. Kohn; Constitutional Law—Kenneth J. 
Sherk; Contracts—Donald R. James; Personal Property—Patrick J. Schlesinger; 
Administrative Law—Reed L. Moss; Business Associations—Roy S. Mitchell; Civil 
Procedure—Francis A. Paintin; Commercial Paper—Stanley M. Lipnick,; Com- 
mercial Transactions—C. James Moeller; Evidence—Patricia R. Harris; Labor 
Law—William A. Neal; Federal Income Taxation—Alan D. Hutchison, William 
A. Neal; Trusts and Estates—Francis A. Paintin; Conflict of Laws—John S. 
Fessenden; Local Government Law—John A. Diaz, Karl S. Landstrom; Public 
Utility—Dan W. Shields. 
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Let's Get Down To Facts! 


Fact #7 


Fact #2 


Fact #3 


Fact #4 


The only set of books today that tell you how to 
prove a prima facie case or defense is Proof of Facts. 


Proof of Facts contains master-checklists called Ele- 
ments of Proof and Elements of Damages. They 
safeguard you against overlooking any factors nec- 
essary to insure prima facie proof of critical and 
salient facts or contentions. 


Proof of Facts shows you how to properly examine 
or cross-examine the expert as well as the lay wit- 
ness. Question doctors, accountants, hand-writing 
experts, and others with a new feeling of ease and 
security. Why? Because Proof of Facts expertly 
guides you, question by question, and with clear 
explanations, in this vital area of trial technique. 


It takes only a minute or two to clip out the coupon 
below and mail it to the company of your choice. 
Get the facts . . . Proof of Facts. Do it now! 
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CJ The Lawyers Co-operative Publishing Co. () Bancroft-Whitney Company 
Rochester 3, New York San Francisco 1, California 


Send me complete information about PROOF OF FACTS including 
price and terms details. Also, include your pamphlet containing 
one complete “proof” from the set and a partial Table of Contents. 
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